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Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial 
statements of state and local governments with an overview of re­
cent economic, industry, regulatory, and professional develop­
ments that may affect the audits they perform. This document 
has been prepared by the AICPA staff. It has not been approved, 
disapproved, or otherwise acted on by a senior technical commit­
tee of the AICPA.
M ary McKnight Foelster 
Technical Manager 
Professional Standards and  Service
The staff of the AICPA is grateful to the members of the Govern­
ment Accounting and Auditing Committee for their contribu­
tion to this document.
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State and Local Governmental 
Developments— 1998
Industry and Economic Developments
What is the economic outlook for state and local governments in 1998?
The extraordinary expansion of the U.S. economy over the past 
several years has resulted in a flood of tax revenue to state and local 
governments. The overall financial picture for many governments 
is better than it has been in a decade. Total state tax revenue rose 
6.2 percent in 1997, up from 5.4 percent growth in 1996, accord­
ing to the Center for Study of the States. Local governments have 
experienced similar growth. These increases in revenues are largely 
related to an unexpected spurt in personal and corporate income 
tax payments. A rise in sales taxes also contributed to the increases.
As a result of this growth, many governments began 1998 in an 
unusually strong financial position and are now facing the pleasant 
task of deciding what to do with budget surpluses. According to a 
recent report from the National Conference of State Legislatures, 
thirty-four states and many local governments passed tax cuts in 
1997 in response to the increased collections, although many of the 
reductions were relatively small. Other state and local governments 
directed the extra revenue into reserves to serve as a buffer against 
potential future economic slumps. Some directed the funds to in­
creased spending, and still others used the funds to pay off debts.
These trends are likely to continue in 1998. According to the 
Center for the Study of the States, the temptation to cut taxes 
w ill likely continue to be attractive for many states in a year 
when almost three-fourths of governors and four-fifths of all leg­
islative seats w ill be up for election. However, tax cuts will most 
likely be small, amid forecasts of slower economic growth in the 
future. Other key issues to be addressed by governments in 1998 
w ill be funding for K-12 education, for corrections programs, 
and for transportation.
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Although state and local officials were concerned in 1997 about 
the impact of federal tax changes, the Taxpayer Relief Act of 1997 
(Public Law 105-34) will have only a minor effect. For example, 
the capital gains rate reductions, the new federal child tax credit, 
and the education incentives included in the act will not have a 
flow-through effect to states that base their state income taxes on 
either federal taxable or adjusted gross income. Likewise, the rev­
enue-producing provisions in the act generally will not have an 
impact. However, state and local governments may enjoy an un­
expectedly large jump in capital gains tax revenues later in 1998 if 
investors rush to cash in on the new, lower federal rates.
W ith all the recent glowing financial news, several items are on 
the radar screen of many state and local governments officials and 
will be watched closely. They are welfare reform, state and local 
taxation of electronic commerce, changes in the electric power in­
dustry, and other local government issues.
Welfare Reform
Welfare reform continues to be an area that could result in signifi­
cant financial repercussions for some states. In the wake of the Per­
sonal Responsibility and Work Opportunity Reconciliation Act of 
1996 (Public Law 104-193), state and local governments are ad­
dressing a wide range of issues to implement sweeping changes in 
services to poor families and children. The law eliminated the au­
tomatic entitlement to welfare benefits for mothers and children 
who qualify. Instead, beginning in October 1996, states gained 
broad authority over their own welfare programs, and the form of 
federal funding was changed to block grants. The legislation also 
established a threshold level for the amount of state funding that is 
required. Although the law provides states with more flexibility to 
design and administer assistance programs that meet their own 
unique needs, they are now required to use federal funding to 
meet certain targets. Primary among these are work participation 
rates. States are eligible for a bonus for exceptional performance. 
However, if  states do not meet these targets, the amount of state 
funding that is required could increase.
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Under the act, state and local governments are free to contract out a 
wider range of services than ever before. Some states have already 
turned to private companies to handle large portions of welfare pro­
grams or to take on lesser roles, such as redesigning computer sys­
tems for welfare programs. Others are in the process of considering 
some level of welfare privatization, including determination of eligi­
bility, subject to federal approval. This new flexibility raises a num­
ber of issues for governments, from the loss of public-sector jobs to 
monitoring the quality of work provided by the contractor. These 
privatizing activities could result in deep structural changes for 
many state and local governments. Auditors should consider the ef­
fect of these changes on their consideration of internal control.
State and Local Taxation of Electronic Commerce
The use of the Internet is exploding, and a number of difficult tax 
issues continue to arise. The debate centers on how, and whether, 
to subject Internet commerce transactions to state and local sales 
taxes. According to a recent report issued by the U.S. Depart­
ment of Commerce, online sales are expected to grow from the 
current $3.2 billion to $300 billion by the year 2002. This 
growth is predicted to have a negative impact on state and local 
sales and service tax revenues as more individuals begin making 
purchases over the Internet instead of going to the corner store. 
The Clinton administration has shown little support for addi­
tional taxes on Internet transactions. Further, bills have been in­
troduced in both the U.S. House of Representatives and the U.S. 
Senate that would provide for a national moratorium on any new 
state and local taxation of the Internet. State and local govern­
ments will continue to focus attention on this area as they try to 
develop an acceptable model for taxing electronic commerce.
Changes in the Electric Power Industry
The last of the regulated utilities, electric power, also poses tax 
problems as states consider letting customers choose among 
power suppliers. This concept is known as retail wheeling, retail 
competition, or customer choice. By the end of 1998, consumers 
in several states should be able to choose their electric supplier.
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Other state and local governments are in the process of analyzing 
the potential advantages and disadvantages of customer choice. It 
will be important for governments to look at the possible impact 
of deregulation on their budgets and, when necessary, make 
changes to the tax laws. This is because customer choice w ill 
likely lead to competition in the industry, which would allow 
consumers to bargain for their rates. M any governments rely 
heavily on utility taxes or charges that are based on a percentage 
of sales (for example, gross receipts taxes, municipal utility taxes, 
and sales taxes). As power prices are forced downward by compe­
tition and customer bases begin to fluctuate, state and local gov­
ernments face the possibility of significantly lower revenue. 
Another issue relates to property taxes. M any utilities are in the 
process of writing down the market value of uneconomic utility 
assets. This will affect property valuations, and ultimately prop­
erty taxes may decrease.
There are also issues for governments that provide electric services 
directly to their citizens. Some of those governments have 
counted on the income from the electric service to enable them 
to reduce taxes or provide other public services. If local customers 
decide to choose another utility, there w ill be revenue implica­
tions for the government. Municipal electric utilities w ill have to 
work to develop competitive rates or risk losing customers. Also, 
municipal electric utilities have, in some cases, entered into take- 
or-pay contracts, whereby they are obligated to pay fixed 
amounts of money for the right to receive power. W ith the ad­
vent of deregulation, power prices are falling and the locked-in 
prices for future power purchases will likely be higher than the 
market, resulting in a stranded investment. These stranded in­
vestments may result in significant future commitments on the 
part of the utility. Auditors should consider whether these future 
commitments have been appropriately disclosed.
Other Local Government Issues
W hile many governments are facing the pleasant task of decid­
ing what to do with budget surpluses, there are some local gov­
ernments that are facing issues that could have serious financial
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consequences. One relates to meeting the challenges associated 
with increased school enrollments. In some cases, state aid to 
local governments has been reduced, causing local governments 
to search for new sources of revenue. An increase in local tax ap­
peals is also a concern to local governments. Last, large cities con­
tinue to face the need to replace aging infrastructure.
Executive Summary— Industry and Economic Developments
• The overall financial picture for many governments is better than it 
has been in a decade.
• Many governments are now facing the pleasant task of deciding 
what to do with budget surpluses.
• Key issues to be addressed by governments in 1998 will be tax cuts and 
funding for K-12 education, corrections programs, and transportation.
• Government officials will closely watch welfare reform, state and 
local taxation of electronic commerce, changes in the electric power 
industry, and other local government issues due to the potential fu­
ture financial implications.
Regulatory, Legislative, and Other Developments
Single Audit Guidance Issued
Has the additional guidance needed to implement the Single Audit Act 
Amendments of 1996 been issued yet?
Since the Single Audit Act Amendments of 19961 became law in 
July 1996 (Public Law 104-156), auditors have been anxiously 
awaiting the additional guidance needed to assist in the law’s im­
plementation. At long last, most of that final guidance has been 
issued. During the past year the U.S. Office of Management and 
Budget (OMB) issued a final revision to OMB Circular A -133, 
Audits o f  States, Local Governments, and Non-Profit Organizations
1. A  copy o f the 1996  Amendments is available on the AICPA Fax Hotline; dial (201) 
93 8-37 87  from a fax machine and select document number 402. The full text o f the 
1996  Amendments is located on IGnet at http://www.ignet.gov under the listing 
“Single Audit.” Also, the full text o f the 1996  Amendments is included in appendix 
A  o f SOP 98-3, Audits o f States, Local Governments, and N ot-for-Profit Organizations 
Receiving Federal Awards.
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(Circular A -133) (Federal Register, June 30, 1997), the related 
data collection form, and the provisional OMB Circular A-133 
Compliance Supplement. The sections below summarize these key 
pieces of guidance. Also, in March 1998, the AICPA issued State­
ment of Position (SOP) 98-3, Audits o f  States, Local Governments, 
and Not-for-Profit Organizations R eceiving Federal Awards. This 
SOP is discussed in greater detail in the section of this Audit Risk 
Alert entitled “Audit Issues and Developments.” The AICPA has 
also prepared an unofficial question-and-answer document on 
commonly asked single audit matters. It can be retrieved from the 
AICPA Web site at http://www.aicpa.org/belt/a133main.htm or 
from the AICPA Fax Hotline at (201) 938-3787 (document 
number 316). Auditors performing audits of federal awards 
should carefully review the new guidance to ensure that the ap­
propriate work is completed in an audit of federal awards.
Circular A -133
The OMB issued a final revision to C ircular A -133 in the 
June 30, 1997, Federal Register (62 FR 35278).2 In the same Fed­
eral Register n o tice, the OMB rescinded Circular A -128, Audits o f  
State and  Local Governments, which was the regulation that gov­
erned audits of federal awards for states and local governments, 
and superseded the prior Circular A -133, Audits o f  Institutions o f  
H igher Education and  O ther N on-Profit Institutions, issued 
April 22, 1996. The final revision incorporates changes necessary 
to comply with the Single Audit Act Amendments of 1996, in­
cluding the expansion of the scope of the Circular to cover states 
and local governments. The revised Circular was effective for au­
dits of fiscal years beginning after June 30, 1996.
Circular A -133 establishes audit requirements that apply to not- 
for-profit organizations (including hospitals and colleges and 
universities), states (including Indian tribal governments), and
2. A  copy o f Circular A -133 can be obtained from the June 30, 1997 , Federal Register; 
the OMB's fax information hotline at (202) 395-3068, document number 1133 ; the 
OMB home page at www.whitehouse.gov/WH/EOP/OMB/Grants; or by writing or 
calling the Office o f Administration, Publications Office, Room 2200 , New Execu­
tive Office Building, Washington, D C 20503 ; (202) 395-7332 . Also, the full text o f 
the Circular is included in appendix B o f SOP 98-3.
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local governments. Some of the more significant provisions of the 
revised Circular include the following:
• The threshold for audit is raised to $300,000 from 
$25,000.
• Auditors are required to identify major programs on the 
basis of a risk assessment, considering prior audit experi­
ence, oversight performed by federal agencies and others, 
and the inherent risk of the program, rather than solely on 
the basis of federal expenditures.
• Major program coverage is required to be a minimum of 
50 percent (or 25 percent for low-risk auditees) of federal 
awards expended.
• The definition of nonprofit organization is revised to in­
clude nonprofit hospitals.
• The required level of testing of internal control over major 
programs is clarified as being based on auditors’ planning 
for a low assessed level of control risk.
• Restrictions are imposed on auditor selection whereby au­
ditors who prepare the indirect-cost proposal or cost-alloca­
tion plan are prohibited from being selected as the auditor 
if  the indirect costs recovered in the prior year are greater 
than $1 million in total. This provision is not effective until 
audits of fiscal years beginning after June 30, 1998. •
• The due date is shortened for submitting reports to nine 
months from thirteen months, after a two-year transition 
period. The report submission process is also streamlined, 
including incorporating a data collection form that must 
be completed and signed by both the auditee and the auditor.
• Guidance is included for conducting program-specific audits.
The OMB instructed federal agencies to adopt Circular A -133 in 
codified regulations so the Circular would apply to audits of fiscal 
years beginning after June 30, 1996. In an interim final rule issued 
in the August 29, 1997, Federal Register (62 FR 45937), twenty- 
seven federal agencies adopted the provisions of Circular A -133.
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The U.S. Department of Housing and Urban Development 
(HUD) adopted the provisions of Circular A -133 in a separate in­
terim rule that was published in the November 18, 1997, Federal 
Register (62 FR 61616). See table 1 for a summary of the agencies 
that have adopted Circular A-133 and for a cite to their specific 
regulations. Whereas most federal agencies amended both their 
Grants Management Common Rule and their codification of Cir­
cular A -110, Uniform Administrative Requirements fo r  Grants and  
Agreements w ith Institutions o f  H igher Education, Hospitals, and  
Other Non-Profit Organizations, to adopt Circular A -133 verba­
tim, some agencies added additional audit requirements (agencies 
that made changes are noted on table 1 with an asterisk). Auditors 
should refer to those agency’s regulations or the Federal Register 
notices to ascertain the additional requirements.
TABLE 1
Federal Agency Location o f  Regulation
Agency for International Development 22 CFR Part 226
Department of Agriculture 7 CFR Parts 3016 and 3019
Department of Commerce 15 CFR Part 24
Corporation for National and 
Community Service
45 CFR Parts 2541 and 2543
Department of Defense 32 CFR Part 33
Department of Education 34 CFR Parts 74 and 80
Department of Energy 10 CFR Part 600
Environmental Protection Agency 40 CFR Parts 30 and 31
Federal Emergency 
Management Agency
44 CFR Part 13
Federal Mediation and 
Conciliation Service
29 CFR Part 1470
General Services Administration 41 CFR Parts 105-71 and 105-72
Department of Health and 
Human Services
45 CFR Parts 74 and 92*
Department of Housing and 
Urban Development
24 CFR Part 84*
United States Information Agency 22 CFR Part 518
Department of the Interior 43 CFR Part 12
Institute of Museum and 
Library Services
45 CFR Part 1183
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Federal Agency Location o f  Regulation
Department of Justice 
Department of Labor
National Aeronautics and 
Space Administration
National Archives and 
Records Administration
National Endowment for the Arts
National Endowment for 
the Humanities
National Science Foundation
Office of National Drug 
Control Policy
Small Business Administration 
Department of State 
Department of Transportation 
Department of Veterans Affairs
28 CFR Parts 66 and 70*
29 CFR Parts 95 and 97
14 CFR Parts 1260 and 1273
36 CFR Parts 1207 and 1210
45 CFR Part 1157 
45 CFR Part 1174
45 CFR Part 602
21 CFR Part 1403
13 CFR Part 143
22 CFR Parts 135 and 145 
49 CFR Parts 18 and 19 
38 CFR Part 43
* These agencies added additional audit requirements when they adopted Circular A -133.
The agencies listed in table 1 represent most of the major federal 
agencies that provide federal awards. In the event that other agen­
cies provide federal awards and have not adopted Circular A -133, 
auditors should follow the revised Circular.
Compliance Supplement
The OMB also issued a provisional OMB Circular A-133 Compli­
ance Supplement in  June 1997, which was effective for audits of fis­
cal years beginning after June 30, 1996.3 It replaces the existing 
Compliance Supplements entitled Compliance Supplement fo r  Sin­
g le  Audits o f  State and  Local Governments (issued in September 
1990) and Compliance Supplement fo r  Institutions o f  Higher Learn­
ing and Other Non-Profit Institutions (issued in October 1991).
3. A  copy o f the Compliance Supplement (Provisional) issued in June 1997  is available 
on OMB's home page at http://www.whitehouse.gov/WH/EOP/OMB/Grants and 
the Office o f Inspector General home page at http://www.ignet.gov. The 1998 Com­
pliance Supplement will be available from the Government Printing Office (stock 
number 4 1 -001-005 07-2 ) and on O M B’s home page.
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The Compliance Supplement is based on the requirements of the 
Single Audit Act Amendments of 1996 and the revised Circular 
A -133, which provide for the issuance of a compliance supple­
ment to assist auditors in performing the required audits. It serves 
to identify existing compliance requirements that the federal gov­
ernment expects to be considered as part of an audit in accor­
dance w ith the Single Audit Act Amendments of 1996 and 
Circular A -133. For the approximately twenty-five programs in­
cluded in the provisional Compliance Supplement, information is 
included to assist auditors in understanding the federal program’s 
objectives, procedures, and compliance requirements relevant to 
the audit, as well as the audit objectives and suggested audit pro­
cedures for determining compliance with these requirements. 
Part 7 of the Compliance Supplement was added to provide guid­
ance to assist auditors in determining compliance requirements 
relevant to the audit, audit objectives, and suggested audit proce­
dures for programs not included in the Compliance Supplement.
Other significant changes to the revised Compliance Supplement 
include the following:
• A compliance matrix, which provides an overview of the 
compliance requirements applicable to the programs listed 
in the supplement •
• Replacement of the classifications of general requirements 
and specific requirements with fourteen types of compli­
ance requirements, all of which are covered by the auditor's 
opinion on compliance
• Audit objectives and suggested audit procedures for each 
type of compliance requirement
• Expanded guidance on allowable costs and cost principles, 
which includes a comparison of the requirements between 
the common rule, OMB Circular A-87, Cost Principles Ap­
p licab le f o r  State, Local, and  Indian Tribal Governments; 
OMB Circular A -21, Cost Principles f o r  Educational Insti­
tutions, and OMB Circular A -122, Cost Principles fo r  Non- 
Profit Organizations
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• Characteristics of internal control over compliance presented 
in the format included in Internal Control—Integrated Frame­
work (the COSO Report), published by the Committee of 
Sponsoring Organizations of the Treadway Commission
• An appendix that provides federal agency contacts for C ir­
cular A -133 audits, including addresses, phone number 
and email information.
The Compliance Supplement was issued in provisional form so it 
could be used as part of the first audits to be conducted under the 
revised Circular and so that interested parties could comment on it. 
Upon its issuance, the OMB made a commitment to continue 
working to expand the Compliance Supplement to  include additional 
federal programs. As a result, the OMB anticipates issuing the 1998 
version of the Compliance Supplement in mid 1998. This revision 
will make slight changes to the existing provisional Compliance Sup­
plem ent based on public comments received and will also add ap­
proximately fifty additional federal programs. When issued, a notice 
of availability will be published in the Federal Register that will in­
clude guidance on how to obtain a copy of the revised Supplement. 
The OMB home page (http://www.whitehouse.gov/WH/EOP/ 
OMB/Grants) will also include an electronic copy of the revised Supple­
ment and information on how to obtain a printed copy. Auditors should 
also watch the CPA Letter and the AICPA home page (www.aicpa.org) 
for updates on the status of the Compliance Supplement.
Data Collection Form
Among the major changes in single audit policy has been the ad­
vent of the data collection form.4 The purpose of the form is to
4. The data collection form and related instructions are available on the O M B’s home 
page at www.whitehouse.gov/WH/EOP/OMB/Grants. Auditors are not permitted 
to create their own electronic version o f the form. Instead, the Federal Audit Clear­
inghouse (FAC) has developed the data collection form in various word processing 
packages (for example, Microsoft Word and WordPerfect). These electronic versions 
o f the form are available from the FAC Web site at http://harvester.census.gov/sac. A  
hard copy o f the form and instructions can also be obtained from the FAC at (888) 
222-9907 . The form number is SF-SAC. The FAC is also currently working on a 
process for electronic submission. Auditors can follow developments on this project 
by periodically reviewing the FAC Web site.
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assist the federal government in accumulating information re­
garding the thousands of single audits that are performed. The 
information required to be included in the form represents a 
summary of the information contained in the reporting package, 
including the auditor’s reports and the auditees schedule of ex­
penditures of federal awards. Circular A -133 requires the auditee 
to complete and sign certain sections of the form that states 
whether the audit was completed in accordance with Circular A- 
133 and provides information about the auditee, its federal pro­
grams, and the results of the audit.
The auditor is also required to complete certain sections of the 
data collection form, including information on the auditor and 
information on the results of the financial statement audit and 
the audit of federal programs. The auditor is required to sign a 
statement in the form that indicates, at a minimum, the source 
of the information included in the form, the auditor’s responsi­
bility for the information, that the form is not a substitute for 
the reporting package, and that the content of the form is lim­
ited to the data elements prescribed by the OMB. As part of 
completing the form, the auditor is asked to date it. The date 
that is entered by the auditor should be the date on which he or 
she completes and signs the form. The wording of the auditor’s 
statement section of the form indicates that no additional proce­
dures were performed since the date of the audit reports. This 
wording alleviates the auditor from any subsequent-event re­
sponsibility for the timing of the completion of the form and the 
completion of the audit.
It is very important for both the auditor and auditee to carefully 
follow the detailed instructions that accompany the form. The 
Federal Audit Clearinghouse (FAC) is the entity that is responsi­
ble for receiving report submissions and data collection forms 
and maintaining the database of completed audits. If auditors or 
auditees have any questions on the completion of the form, they 
should contact the FAC at (301) 457-1551. As of the date of this 
Audit Risk Alert, the FAC has reported that 95 percent of the 
forms received to date have included errors. Problems have also 
been noted with the reporting package submissions. When errors
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are noted by the FAC, an error message is sent to the auditee for 
resolution. The following information details some of the prob­
lems noted by the FAC and is included to help auditors and au­
ditees avoid making similar errors.
• The data collection form is not part of the reporting pack­
age, although Circular A -133 requires that it be submitted 
along with the reporting package. Therefore, it should not 
be stapled to or bound with the reporting package. Fur­
ther, the data collection form should not be sent in a mail­
ing separate from the reporting package submission. A fax 
submission of the form will not be accepted.
• Auditees should not send reporting packages directly to 
federal agencies unless a copy is specifically requested by 
the federal agency. Under the new rules, auditees are re­
quired to submit one copy of the reporting package for 
the FAC to retain as an archival copy. A copy must also 
be submitted (to the FAC) for each federal agency where 
the schedule of findings and questioned costs disclosed 
audit findings relating to federal awards that the federal 
agency provided directly or where the summary schedule 
of prior audit findings reported the status of any audit 
findings relating to federal awards that the federal award­
ing agency provided directly. For example, consider an 
auditee that has four federal awards that were received di­
rectly from four federal agencies. Further, assume that the 
current-year single audit resulted in audit findings on 
two of the four federal awards and that the sum m ary 
schedule of prior audit findings included the status of a 
prior-year finding related to a third federal award that 
had no current-year audit findings. In this example, the 
auditee would be required to submit four reporting pack­
ages to the FAC— one for the FAC to retain as an archival 
copy, two for the federal agencies that provided federal 
awards that had current-year findings associated w ith 
them, and one for the federal agency where the summary 
schedule of prior audit findings reported the status of a 
prior-year finding.
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• The form asks auditors to identify the federal agencies that 
are required to receive a copy of the reporting package 
(part III, question 5). Only those federal agencies affected 
by audit findings (described in the bulleted item above) 
should be identified as needing to receive a copy of the re­
porting package. Some auditors have incorrectly answered 
this question by identifying every federal agency that pro­
vided funding to the auditee. Similarly, if  no findings were 
required to be reported under section 510(a) of Circular A- 
133 (part III, question 4), and the summary schedule of 
prior audit findings does not report the status of any audit 
findings relating to federal awards, then the box “none” 
should be checked to indicate that no federal agencies are 
required to receive a copy of the reporting package in part 
III, question 5.
• A number of problems have also been noted with part III, 
question 7, on audit findings and questioned costs. Audi­
tors should note that this section of the form must be 
completed in its entirety for every single audit, regardless 
of whether findings and questioned costs were noted. 
Also, section (b) of this question asks the auditor to iden­
tify the types of compliance requirements. Auditors should 
note that the only types of compliance requirements that 
should be listed are those requirements with audit find­
ings associated with them. Some auditors have been incor­
rectly listing all requirements that apply to a particular 
program. If no findings were noted, the form indicates 
that the auditor should complete this section w ith the 
letter O.
• Only one federal agency should be identified as the cog­
nizant or oversight agency for audit (part I, question 9). 
Further, it is not appropriate for a pass-through entity to 
be listed as the cognizant or oversight agency for audit.
• The form asks the auditor to identify the dollar threshold 
used to distinguish between type A and type B programs. 
The FAC has reported that a number of forms have erro­
neously indicated a threshold of less than $300,000. This is
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incorrect, because the floor for the threshold is $300,000. 
Some auditors have also mistakenly indicated two thresh­
olds— one for type A and one for type B programs. Others 
have mistakenly indicated no value. In responding to this 
part of the form, the auditor should include the result of his 
or her analysis of step 1 in the risk-based approach (de­
scribed in section 520(b) of Circular A -133). The dollar 
amount should always be $300,000 or more.
It should also be noted that the catalog of federal domestic assis­
tance (CFDA) number is a required field in part III, question 6, 
and an appropriate number must be included or the data collec­
tion form will be rejected. When a CFDA number is not avail­
able, the auditor should use another identifying number assigned 
by the federal awarding agency or pass-through entity. Individual 
programs within a cluster of programs should be listed separately 
on the form except for the research and development (R&D) 
cluster, which may be listed either separately or at the federal 
agency and major subdivision within the federal agency level (for 
example, the National Institute of Health is a major subdivision 
in the Department of Health and Human Services). This option 
for R&D is both for the schedule of expenditures of federal 
awards and the data collection form. The same option is not re­
quired in both places (for example, it is acceptable to list R&D 
awards by individual award in the schedule and by federal agency 
and major subdivision in the form).
Since no CFDA or other identifying number is available when 
listing R&D at the federal agency and major subdivision level in 
part III, question 6, the auditor should use the first two digits of 
the CFDA assigned to the awarding federal agency followed by a 
period and the letters “RD” to indicate R&D. For example, all 
major subdivisions w ithin the Department of Health and 
Human Services would have the same number, which would be 
93.RD. The agency list in appendix B to this Audit Risk Alert can 
help the auditor assign the two-digit CFDA agency number.
If a grant has no identifying number (for example, no CFDA or 
other identifying number is available from the federal awarding 
agency or pass-through entity), the auditor should use the first
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two digits of the CFDA assigned to the federal awarding agency 
(for example, “93” for the Department of Health and Human 
Services) to indicate the agency that provided the award when 
filling out part III, question 6. The agency list included in appen­
dix B to this Audit Risk Alert can help the auditor assign the two- 
digit CFDA agency number.
Executive Summary— Single Audit Guidance Issued
• The OMB issued a final revision to Circular A -133 on June 30, 
1997, which establishes audit requirements that apply to not-for- 
profit organizations, states, and local governments.
• Twenty-eight federal agencies have subsequently amended both their 
grants management common rule and their codification of Circular 
A-110 to adopt Circular A-133.
• The OMB issued a provisional OMB C ircular A-133 C om pliance 
Supplem ent in June 1997 and the 1998 Compliance Supp lem en t is ex­
pected in mid 1998.
• A data collection form is now required, which includes a summary 
of the information contained in the reporting package, including 
the auditor’s reports and the auditees schedule of expenditures of 
federal awards.
• The FAC has reported finding a number of problems with the data 
collection forms that have been submitted.
• Auditors performing audits of federal awards should carefully review 
the new guidance to ensure that the appropriate work is completed 
in an audit of federal awards.
Status of Interim Compliance Supplements for Housing Agencies 
and Authorities and Certain Department of Education Programs
Last year’s Audit Risk Alert reported that two federal agencies had 
issued interim guidance to address the unique requirements of 
certain agency programs. These two agencies are the U.S. Depart­
ment of Housing and Urban Development (HUD) and the U.S. 
Department of Education. The following provides an updated 
status on the guidance.
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Housing Authorities
Guidance for audits of Public and Indian Housing (PIH) Au­
thorities is contained in the “Public and Indian Housing Compli­
ance Supplement for Annual Audits of Public Housing Agencies 
and Indian Housing Authorities by Independent Auditors” (PIH 
Supplement). The PIH Supplement was developed by the HUD 
Office of Public and Indian Housing and the Office of Inspector 
General. It was originally issued in M ay 1995 and reissued in 
M ay 1996. For audits of PIH Authorities under Circular A -133, 
the agency program requirements (which would otherwise be 
listed in part 4 of the Compliance Supplement) are provided in the 
PIH Supplement. This supplement is currently available on the 
Internet at the HUD OIG home page (http://www.hud.gov/ 
oig/oigguide.html) under the listing, “Audit Guides,” or can be 
obtained by sending a fax to (202) 401-3963. The guidance con­
tained in the section 8 cluster in part 4 of the Compliance Supple­
m en t is intended for audits of entities other than Public and 
Indian Housing Authorities that administer or participate in sec­
tion 8 programs, including state housing agencies and nonprofit 
multifamily housing projects.
U.S. Department of Education Programs
In June 1996, the U.S. Department of Education published in­
terim guidance that includes the agency program requirements 
for the following programs: (1) 84.010 Title I Grants to Local 
Education Agencies; (2) 84.011 M igrant Education— Basic 
State Grant Program; (3) 84.281 Eisenhower Professional Devel­
opment State Grants; (4) 84.186 Safe and Drug-Free Schools— 
State Grants; (5) 84.298 Innovative Education Program 
Strategies; (6) 84.288, 84.291, and 84.290 Bilingual Educa­
tions; and (7) 84.041 Impact Aid. The programs w ill be in ­
cluded in the 1998 Compliance Supplement and all references to 
the interim  guidance in the Compliance Supplem ent w ill be 
deleted. Once this occurs, auditors should no longer refer to the 
interim guidance.
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Minor Revisions Made to Grants Management Circulars
In the August 29, 1997, Federal R egister (62 FR 45934), the 
OMB revised OMB C ircular A -102, Grants and  Cooperative 
Agreements with State and Local Governments, Circular A-21, C ir­
cular A-87, Circular A -110, and Circular A -122. The purpose of 
these revisions is to provide a conditional exemption from the 
OMB’s grants management requirements and a conditional class 
deviation from the agencies’ Grants Management Common Rule 
for certain federal grant programs with statutorily authorized 
consolidated planning and consolidated administrative funding, 
which are identified by a federal agency and approved by the head 
of the executive department or establishment. The revisions were 
effective on September 29, 1997.
Proposed Revisions to OMB Circular A-21
Auditors involved with audits of federal awards for governmental 
colleges and universities should be aware that the OMB issued pro­
posed revisions to Circular A-21 in May 1998. The revisions were 
finalized at the time of the printing of this Audit Risk Alert and are 
expected to be published in the Federal Register in late May or early 
June. OMB will also post the recompiled circular on its home page 
(http://www.whitehouse.gov/WH/EOP/OMB/Grants) .
The 1998 changes to Circular A-21 include establishing a review 
process for large research facilities, establishing a utility cost ad­
justment, clarifying the computation of use allowance and depre­
ciation, and prescribing a standard indirect cost format.
Potential Revisions to Government Auditing Standards
Are there going to be any upcoming revisions to Government 
Auditing Standards?
Auditors should be aware that the General Accounting Office 
(GAO) is expected to propose revisions to Government Auditing 
Standards (GAS; also known as the Yellow Book) in the upcom­
ing year. The Advisory Council on Government Auditing Stan­
dards has been reconvened and is in the process of deliberating 
potential changes. One decision that has already been made by
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the Council is to change the process by which it revises Govern­
ment Auditing Standards. Rather than issuing a complete overhaul 
to Government Auditing Standards every five years, the Council 
w ill issue topic-specific revisions on an as-needed basis. There­
fore, instead of completely reprinting Government Auditing Stan­
dards when a change is made, only the new or revised standard 
will be issued. Periodically, when a significant number of changes 
have been made, the GAO will reprint a new codification of its 
standards. Also, the GAO has decided to expand its product line 
relating to G overnment A uditing Standards. In the future, the 
GAO w ill likely issue implementation guidance on new or re­
vised standards and also question and answer documents.
Upon proposing revisions in the above areas, the council w ill 
issue exposure drafts for public comment and feedback. These ex­
posure drafts w ill be available on the GAO home page 
(www.gao.gov). The council will consider comments received and 
advise the GAO on the Councils recommendation for a final 
standard. Auditors should be alert for potential changes in this 
area and watch future issues of the CPA Letter and the Journal o f  
Accountancy for status updates.
Recent IRS Activities
Have there been any IRS developments that auditors of state and local 
governments should be aware of?
Internal Revenue Service Audits
The Internal Revenue Service (IRS) continues to increase its en­
forcement activities regarding tax-exempt municipal bonds. The 
IRS has audited or is auditing several hundred targeted and ran­
domly selected municipal bond issues for possible tax law viola­
tions. In completing its first batch of those audits, the IRS 
reported that problems were noted in a significant number of the 
cases. M any of these audits involve questions relating to arbi­
trage, which is earned in the municipal bond market by investing 
tax-exempt bond proceeds in higher yielding obligations and is 
prohibited in certain cases. The random audit program is rela­
tively new; it is being used by the IRS to determine the overall
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level of compliance in municipal bond offerings. If the IRS deter­
mines that municipal bond issuers did not comply with laws and 
regulations, the IRS will likely work with the issuers to reach a 
settlement. However, if  such a settlement cannot be reached, the 
IRS has the authority to declare the bonds taxable and to tax 
bondholders on their interest earnings.
Yield burning continues to be an area of keen interest for the IRS. 
This is because the practice may be costing the agency billions of 
dollars in lost tax revenues. Yield burning occurs when munici­
palities pay inflated prices for government securities used in refi­
nancing more expensive older debt. Typically, the proceeds of the 
new bonds are put into temporary escrow accounts. By law, those 
accounts cannot generate a higher rate of interest than the rate on 
the newly issued bonds. Paying inflated prices for the government 
securities reduces the yield, elim inating arbitrage. When yield 
burning occurs, securities firms generate illegitimate profits for 
themselves that would otherwise go to the U.S. Treasury. Yield 
burning may be done without the knowledge of the issuer by oth­
ers involved in the transaction. Although the Securities and Ex­
change Commission has recently begun investigating several Wall 
Street firms to determine whether they were involved in yield­
burning activities, the governmental issuer is the one responsible 
under current tax laws, and the IRS is moving aggressively to re­
coup money. The IRS has reported that it is looking into several 
dozen cases and that it believes that there are hundreds more. 
Some governments are being pressured to settle with the IRS or 
risk losing the tax-free status of certain bond issues.
Revenue Procedure 96-41, Compliance With Tax-Exempt Bond  
Arbitrage Requirements, was issued by the IRS in mid 1996 as a 
possible remedy for yield burning in advance refunding escrows. 
However, many issuers have indicated that it is doubtful that they 
would use this remedy because they view the problems associated 
with yield burning as being related to the securities industry. Be­
cause of the IRS interest in yield burning, issuers should examine 
past advance refundings. Yield burning may have occurred if: (1) 
open market securities were used to fund an escrow (as opposed 
to State and Local Government Series Treasury securities), (2) the
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yield on the escrow is only slightly below the bond yield, and (3) 
the securities were not purchased using a legitim ate bidding 
process. Auditors should consider suggesting that bond counsel 
be consulted in such cases.
The calculation of arbitrage rebate, as well as other aspects of ar­
bitrage law, are complex and continue to be an area of concern for 
all entities that issue tax-exempt debt. Because an error in the cal­
culation of arbitrage rebate could result in a liability, auditors 
should become familiar with the arbitrage rebate regulations is­
sued by the IRS and the regulations for calculating rebate earn­
ings in connection with the accounting for bond proceeds, 
refunding issues, and proceeds that are commingled with other 
funds for investment purposes. Regulations regarding the calcula­
tion of arbitrage rebate, as well as other aspects of arbitrage law, 
can be found in section 148 of the Internal Revenue Code (IRC). 
Due to the complexity of this area, increased audit scrutiny may 
be warranted on arbitrage rebate liability computations.
FICA Reporting
Since the 1980s, significant changes affecting state and local gov­
ernment employers have been made to the Social Security Act 
and the IRC. These changes have greatly expanded the roles and 
responsibilities of state and local government employers with re­
gard to Federal Insurance Contributions Act (FICA) reporting 
and Social Security and Medicare coverage. Legislation enacted in 
1985 expanded FICA coverage on a mandatory basis to uncov­
ered employees based on certain criteria (before that time it had 
been on a voluntary basis). Further, legislation enacted in 1990 
mandated full FICA (Social Security and Medicare) coverage be­
ginning July 1, 1991, for certain employees.
Both the Social Security Administration (SSA) and the IRS are 
concerned that a sizable number of public employers may not be 
accurately reporting the Social Security coverage status of their 
employees. The lack of compliance in this area is thought to be 
due to the complexity of the law, complicated changes in the cov­
erage provisions, and a diminished role of Social Security admin­
istrators. The problem that results from noncompliance by public
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employers is that the SSA is obligated to pay retroactive coverage 
and benefits even though the Social Security taxes may not have 
been paid into the trust funds. Auditors should be aware that 
state and local employers may be liable for past taxes that should 
have been paid to the trust fund. However, IRS personnel have 
stated that they are looking strongly at prospective settlement 
agreements in instances of noncompliance, because most state 
and local governments are funded through annual appropriations 
and often lack the funds to make immediate payment in the 
event of deficiencies.
The IRS has developed a strategy to encourage compliance in this 
area. The first part of this strategy is education and outreach. The 
IRS is sending general information to all public employers on 
their responsibilities in this area and is contacting certain employ­
ers when the IRS is aware of specific noncompliance. As part of 
this outreach effort, the IRS has issued a 1997 edition of a Fed­
eral-State Reference Guide titled Social Security Coverage and  
FICA Reporting by State and  Local Government Employers.5 The 
guide provides state and local governments with a comprehensive 
source for FICA coverage and withholding rules. A second part of 
the IRS strategy is the performance of examinations. Although 
the IRS expects to bring most public employers into voluntary 
compliance, examinations may be used after outreach is unsuc­
cessful in obtaining such voluntary compliance.
IRS Issues Rules for Electronic Fund Deposits
In the July 14, 1997, Federal Register (62 FR 37490), the IRS is­
sued rules providing guidance for the electronic depositing of 
federal w ithholding taxes, waivers of penalties, and procedures 
for enrolling in the Electronic Federal Tax Payment System 
(EFTPS). Those rules required state and local government em­
ployers with at least $50,000 in employment taxes withheld in 
1995 to begin filing electronically as of January 1, 1998, to avoid 
penalty. In a news release issued on March 31, 1998 (IR-98-28), 
the IRS extended the January deadline and stated that affected
5. To order a copy o f this reference guide, contact the IRS at (800) 829-3676, request Pub­
lication 963, and specify the 1997 edition, or contact a Social Security administrator.
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organizations now have until January 1, 1999, before the IRS will 
impose penalties. Additional information on the EFTPS can be 
obtained by contacting EFTPS Customer Service at (800) 555- 
4477 or (800) 945-8400.
Section 403(b) Tax-Sheltered Annuities
Certain governmental entities offer section 403(b) tax-sheltered 
annuities to their employees. The IRS has developed an examina­
tion program for employers that offer these annuities. To date, ex­
aminations have uncovered many deficiencies in employers’ 
plans. These deficiencies have included exceeding the various 
contribution lim its, noncompliance with distribution require­
ments, inadequate salary reduction agreements, and failure to 
offer universal availability of salary reduction programs (because 
of impermissible eligibility restrictions, mandatory contributions, 
and participant exclusions). Sizable assessments against these em­
ployers have been common as a remedy to prevent the programs 
from being declared taxable to the employees. It should be noted 
that not only would an employee be subject to tax, but the gov­
ernmental sponsor can be held liable for employees’ unpaid tax 
and can be subjected to penalties for under-reporting wages. Au­
ditors should be alert to potential liabilities and compliance prob­
lems in this area, especially because the IRS has confirmed that it 
will be auditing governmental entities.
The IRS’s Tax-Sheltered Annuity Voluntary Correction (TVC) 
program, which began in 1995, gives plan sponsors of sec­
tion 403(b) annuity plans the opportunity to voluntarily correct 
any plan defects. The program was scheduled to conclude Octo­
ber 1996. However, the IRS has announced that the program has 
been extended until December 31, 1998. Use of the TVC pro­
gram may result in significantly reduced settlements with the 
IRS, compared with assessments based on deficiencies discovered 
during audits performed by the IRS, and can reduce an em­
ployer’s risk of liability.
Classification of Employees Versus Independent Contractors
In their efforts to reengineer and streamline operations, many 
governments are using independent contractors more frequently.
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Auditors should be aware that the IRS has identified employee- 
independent contractor classification as an area with significant 
compliance problems. In 1988, the IRS began a nationwide Em­
ployment Tax Examination Program to increase compliance by 
requiring organizations, including state and local governmental 
entities, to treat misclassified independent contractors as employ­
ees subject to withholding taxes. Employers classifying workers as 
employees must w ithhold federal income and Social Security 
taxes (including Medicare) from employees’ pay and match the 
Social Security and Medicare taxes. Further, the reclassification of 
a worker from an independent contractor to employee for federal 
purposes is likely to cause a similar reclassification for state tax 
purposes. Auditors should be alert to such misclassifications by 
employers, which can result in compliance problems and poten­
tial tax liabilities.
There have been three significant developments in this area dur­
ing the last several years. First, the IRS issued guidance to its 
agents regarding worker-classification. This guidance provides 
practical instruction to IRS agents to help resolve questions re­
garding who is an employee and who is an independent contrac­
tor. Auditors should encourage their clients to consider this IRS 
guidance when making worker-classification decisions. Second, 
the Small Business Job Protection Act of 1996 (Public Law 104- 
188) modified section 530 of the Revenue Act of 1978, a relief 
provision sometimes invoked to enable individuals who are really 
employees to continue to be treated as independent contractors 
w ithout consequence to employers. The changes made to 
section 530 were generally favorable. Last, the IRS introduced a 
classification settlement program (CSP) to provide a streamlined 
tax settlement for situations in which section 530 relief is not 
available (meaning that its requirements are not met), but an em­
ployer has at least consistently reported the affected individuals as 
independent contractors. In such a case, a reduced tax assessment 
may be available. This program was originally scheduled to be 
open for two years, beginning March 5, 1996. However, the IRS 
has said that it is assembling a task force to contemplate extend­
ing the CSP beyond March 1998.
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Executive Summary— Recent IRS Activities
• The IRS continues to audit tax-exempt municipal bond issues for 
possible tax law violations, including yield burning and other arbi­
trage-related problems.
• The SSA and the IRS are concerned about problems with state 
and local government reporting of FICA, Social Security, and 
Medicare coverage.
• The IRS issued new rules for the electronic depositing of federal with­
holding taxes, which are applicable to state and local governments.
• The IRS continues to closely monitor governments with section 403(b) 
tax-sheltered annuities and those that use independent contractors.
SEC Issues Cease-and-Desist Orders to Several Governments
During the past few years, the SEC has ordered several large local 
governments to cease and desist certain financial reporting practices 
with regard to municipal bond issuances. What is the auditor’s 
responsibility with respect to a government’s official statement?
Although Congress exempted offerings of municipal securities 
from the registration requirements and civil liability provisions of 
the Securities Act of 1933, and a mandated system of periodic re­
porting under the Securities Act of 1934, it did not exempt trans­
actions in municipal securities from the coverage of the antifraud 
provisions of those acts. Auditors that are involved with a govern­
mental entity’s issuance of an official statement should be aware 
that during the last several years, the Securities and Exchange 
Commission (SEC) has ordered several large local governments 
to cease and desist certain financial reporting practices that it 
claimed violated the antifraud provisions. In one case, a govern­
ment included prior-year financial statements in its official state­
ment because the current-year statements were not yet available. 
However, the government’s financial condition had materially 
declined since the prior-year statements were issued. In another 
case, a government did not include the prior-year financial state­
ments in its official statement, claiming they were too old. Instead, 
only summary financial information for its current year end was 
included (the audited financial statements for the current year
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were not yet available). Unfortunately, the summary information 
was found to be m aterially misstated. Although not required, 
some firms have begun to include a provision in the engagement 
letter requiring the government to obtain consent from the audi­
tor before using the independent auditor’s report in the official 
statement to avoid problems similar to those described above.
Auditors are not required to participate in, or undertake, any pro­
cedures with respect to an official statement, except in certain sit­
uations. Auditors should refer to chapter 19, “Association W ith 
Financial Statements Included in Official Statements,” of the 
Audit and Accounting Guide Audits o f  State and Local Governmen­
tal Units for a description of those situations and for guidance on 
the auditor’s responsibilities with regard to a government’s offi­
cial statement.
Effect of Taxpayer Relief Act of 1997 on Governmental Entities
Do governmental entities need to be concerned with the Taxpayer Relief 
Act of 1997?
Although much of the press that was generated from the issuance 
of the Taxpayer Relief Act of 1997 focused on how it affected indi­
viduals and the private sector, there were several provisions that af­
fect state and local governments. The provisions that auditors of 
state and local governments should be aware of largely relate to ar­
bitrage on tax-exempt bonds and are described in the following list.
• Under prior law, governments were able to avoid arbitrage 
rebate on public purpose bonds if  either (1) all bond pro­
ceeds were used for the specified purpose w ithin six 
months, or (2) all bond proceeds were used for the speci­
fied purpose w ithin six months except for the lesser of 
$100,000 or 5 percent of the proceeds and the remaining 
proceeds were spent within one year after the issuance. The 
new law repeals the $100,000 lim it on proceeds that can 
remain unspent after six months. Now, at least 95 percent 
of the bond proceeds must be spent for the specified 
purpose within six months after the issuance, and the re­
maining proceeds must be spent w ithin one year after the
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issuance. This provision was effective for bonds issued after 
August 5, 1997.
• There was an increase in the small issuer arbitrage rebate 
exception. The legislation provides that up to $5 million 
of bonds used to finance public school capital expendi­
tures are excluded from the former small issuer lim it of 
$5 million. This effectively raises the small issuer rebate 
exception to $ 10 million for certain issuers that use bond 
proceeds to finance the construction of public school fa­
cilities. This provision was effective for bonds issued after 
December 31, 1997.
• For bonds issued after August 5, 1997, the new law exempts 
earnings on construction bond issue proceeds invested in 
debt service funds from arbitrage rebate requirements if  the 
available construction proceeds are spent as required over a 
twenty-four month period.
Revisions to Passenger Facility Charge Audit Guide
Auditors of public airports should be aware that the Federal Avia­
tion Administration (FAA) is in the process of updating its audit 
guide for passenger facility charges (PFCs), titled Passenger Facil­
ity Charge Audit Guide f o r  Public Agencies. PFCs are the $1 to $3 
fee added to many airline passengers’ airfare. The airlines collect 
these fees and submit them to the appropriate airports. The air­
ports then use the PFCs on certain airport projects. The main 
purpose of the proposed revisions to the guide is to more closely 
align it with a similar guide used in audits of the airlines that col­
lect PFCs and to update certain references in the guide for recent 
revisions to the Single Audit Act Amendments of 1996 and Cir­
cular A -133 (see the related discussion earlier in this Alert).
Auditors engaged to audit PFC accounts are required, among 
other things, to report on the fairness and reasonableness of the 
airport’s procedures for receiving, holding, and using PFC rev­
enues. Auditors should note that PFCs are not considered to be 
federal awards as defined by Circular A -133. However, the audit 
is permitted to be performed as a separate audit or as part of an
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audit under the Single Audit Act (even though it is not a federal 
award). Under the latter option, the auditor should treat the PFC 
program as if  it were a major program. However, the auditor 
should not include the PFC program when evaluating whether 
the percentage-of-coverage rule has been met. Further, the audi­
tor should not include PFC program information on the data 
collection form.
Audit Issues and Developments
New Statement of Position on Auditing Federal Awards Issued
How will the new SOP 98-3, Audits of States, Local Governments, and 
Not-for-Profit Organizations Receiving Federal Awards, assist auditors in 
performing audits of federal awards?
As a result of the numerous changes in the single audit arena (de­
scribed in the section of this Audit Risk Alert titled “Regulatory, 
Legislative, and Other Developments”), the AICPA issued SOP 98-3, 
Audits o f  States, Local Governments, and Not-For-Profit Organizations 
Receiving Federal Awards (No. 014904).6 The SOP, which was issued 
March 17, 1998, supersedes SOP 92-9, Audits o f  Not-for-Profit Or­
ganizations Receiving Federal Awards, and Part VII, “Audits of Fed­
eral Financial Assistance,” of the Audit and Accounting Guide 
Audits o f  State and Local Governmental Units. SOP 98-3 provides 
auditors of states, local governments, and not-for-profit organiza­
tions with guidance on the work performed and the reports issued 
for audits under the Single Audit Act Amendments of 1996 and 
Circular A-133. In addition to providing an overview of the audi­
tor's responsibilities in an audit of federal awards, SOP 98-3—
• Describes the auditor’s responsibility for testing and re­
porting on the financial statements and the schedule of ex­
penditures of federal awards.
• Discusses various planning and other special audit con­
siderations of Circular A -133, including establishing an
6. To order a copy o f the SOP, auditors should contact the AICPA Order Department 
at (888) 777 -7077  (menu selection #1). See the section o f this Audit Risk Alert titled 
“References for Additional Guidance” for additional ordering information.
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understanding with the auditee, initial-year audit consid­
erations, the additional requirements of Government Audit­
in g Standards, and audit materiality considerations.
• Describes the auditor’s responsibility for considering in­
ternal control and for perform ing tests of compliance 
with applicable laws, regulations, and program compli­
ance requirements under generally accepted aud iting 
standards (GAAS), Government Auditing Standards, and Cir­
cular A-133.
• Includes an entire chapter devoted to the determination of 
major programs and the risk-based approach.
• Describes the auditor’s responsibility for reporting and 
provides illustrations of the reports required by Govern­
ment Auditing Standards and Circular A -133.
• Describes the auditor’s responsibility for testing and re­
porting in a program-specific audit and provides illustra­
tions of the related reports.
• Includes an illustrative schedule of findings and ques­
tioned costs and illustrative schedules of expenditures of 
federal awards.
Further, the SOP incorporates guidance from the following 
documents:
• The Single Audit Act Amendments of 1996 and Circular 
A -133 (both of these documents are included in the ap­
pendix section of the SOP)
• Various AICPA Statements on Auditing Standards (SASs), 
including SAS No. 74, Compliance Auditing Considerations 
in Audits o f  Governmental Entities and Recipients o f  Govern­
mental Financial Assistance (AICPA, Professional Standards, 
vol. 1, AU sec. 801)
• Government Auditing Standards (1994 revision)
• The OMB Circular A-133 Compliance Supplement
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Auditors can obtain certain of the illustrative guidance included 
in the SOP (for example, the illustrative audit reports and sched­
ules) in an electronic format from the AICPA’s Web site at 
www.aicpa.org/belt/a133main.htm.
The AICPA is also working on a nonauthoritative implementa­
tion guide on Circular A -133. Auditors should watch future is­
sues of the CPA Letter or the Journal o f  Accountancy for further 
information on this guide.
Recent Auditing Pronouncements Issued
SAS No. 83
In October 1997, the AICPA Auditing Standards Board (ASB) 
issued SAS No. 83 and Statement on Standards for Attestation 
Engagements (SSAE) No. 7, Establishing an Understanding With 
the Client (AICPA, Professional Standards, vol. 1, AU sec. 310 
and AT sec. 100). The SAS and the SSAE—
• Require the auditor to establish an understanding with the 
client that includes the objectives of the engagement, the 
responsibilities of management and the auditor, and any 
limitations of the engagement.
• Require the auditor to document the understanding with 
the client in the working papers, preferably through a writ­
ten communication with the client.
• Provide guidance for situations in which the auditor be­
lieves that an understanding with the client has not been 
established.
The SAS also includes a listing of the matters that ordinarily 
would be addressed in the understanding with the client, and 
other contractual matters an auditor might wish to include in the 
understanding. SAS No. 83 and SSAE No. 7 are effective for en­
gagements for periods ending on or after June 15, 1998, with 
early application permitted. Auditors should be aware that chap­
ter 3 of SOP 98-3 also includes additional matters for auditors to 
consider including in the understanding with the client in an
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audit in accordance with Government Auditing Standards and Cir­
cular A -133.
SAS No. 84
In October 1997, the ASB issued SAS No. 84, Communications 
Between Predecessor and  Successor Auditors (AICPA, Professional 
Standards, vol. 1, AU sec. 315). This Statement provides guid­
ance on communications between predecessor and successor au­
ditors when a change in auditors is in process or has taken place. 
It also provides communications guidance when possible mis­
statements are discovered in financial statements reported on by a 
predecessor auditor. The SAS applies whenever an independent 
auditor is considering accepting an engagement to audit or reau­
dit financial statements in accordance with GAAS, and after such 
auditor has been appointed to perform such an engagement. 
SAS No. 84 is effective for engagements accepted after March 31, 
1998, with early application permitted.
SAS No. 85
In November 1997, the ASB issued SAS No. 85, M anagem ent 
Representations (AICPA, Professional Standards, vol. 1, AU 
sec. 333). The SAS establishes a requirement that an independent 
auditor, performing an audit in accordance with GAAS, obtain 
written representations from management for all financial state­
ments and periods covered by the auditor's report. If current man­
agement was not present during all periods covered by the audit 
(which occurs frequently in government) the SAS requires the au­
ditor to obtain written representations from current management 
on all such periods. Additionally, the SAS provides guidance con­
cerning the representations to be obtained. An illustrative man­
agement letter is included in the Statement. SAS No. 85 is 
effective for audits of financial statements for periods ending on or 
after June 30, 1998, with early application permitted. Auditors 
should be aware that chapters 4 and 6 of SOP 98-3 also include 
additional representations for auditors to consider obtaining from 
management in an audit performed in accordance with Govern­
ment Auditing Standards and Circular A -133.
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SAS No. 86
In March 1998, the ASB issued SAS No. 86, A mendment to 
SAS No. 72, Letters for Underwriters and Certain Other Request­
ing Parties (AICPA, Professional Standards, vol. 1, AU sec. 634), 
to reflect the March issuance of SSAE No. 8, M anagement’s Dis­
cussion and  Analysis (AICPA, Professional Standards, vol. 1, 
AT sec. 700). SSAE No. 8 provides guidance on the performance 
of examinations and reviews of M anagement Discussion and 
Analysis (MD&A) prepared pursuant to the rules and regulations 
of the Securities and Exchange Commission. SAS No. 86 allows 
practitioners that have examined or reviewed MD&A in accor­
dance with SSAE No. 8 to state that fact in the introductory sec­
tion of the comfort letter and attach a copy of the SSAE No. 8 
report to the comfort letter.
Executive Summary— Recent Auditing Pronouncements
New Auditing Standards include—
• SAS No. 83, Establishing an Understanding With the Client.
• SAS No. 84, Communications Between Predecessor and Successor Auditors.
• SAS No. 85, Management Representations.
• SAS No. 86, Amendment to SAS No. 72, Letters for Underwriters 
and Certain Other Requesting Parties.
Disclosure in Financial Statements Prepared on the Cash,
Modified Cash, or Income Tax Basis of Accounting
Auditors with governmental clients that prepare their financial 
statements on the cash or modified cash basis of accounting 
should be aware that the AICPA Audit Issues Task Force (AITF) 
of the ASB has issued an auditing Interpretation of SAS No. 62, 
Special Reports (AICPA, Professional Standards, vol. 1, AU 
sec. 623), entitled Evaluating the Adequacy o f  Disclosure in Finan­
cia l Statements Prepared on the Cash, M odified Cash, or Income Tax 
Basis o f  Accounting. The Interpretation applies to cash, modified 
cash, and income tax basis presentations. It addresses the sum­
mary of significant accounting policies, disclosures for financial 
statement items that are the same as or similar to those prepared
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in conformity w ith generally accepted accounting principles 
(GAAP), issues relating to financial statement presentation, and 
disclosure of matters not specifically identified on the face of 
the statements. The Interpretation con ta in s  examples of how 
other comprehensive basis of accounting (OCBOA) disclosures, 
including presentation, may differ from those in GAAP finan­
cial statements.
The Interpretation states that the discussion of the basis of ac­
counting needs to include only the significant differences from 
GAAP and that quantifying differences is not required. If cash, 
modified cash, or income tax basis financial statements contain 
elements, accounts, or items for which GAAP would require dis­
closure, the statements either should provide the relevant GAAP 
disclosure or provide information that communicates the sub­
stance of that disclosure. Qualitative information may be substi­
tuted for some of the quantitative information required in a 
GAAP presentation. GAAP disclosure requirements that are not 
relevant to the measurement of the element, account, or item 
need not be considered.
Cash, modified cash, and income tax statements should comply 
with GAAP requirements that apply to the presentation of finan­
cial statements or provide information that communicates the 
substance of those requirements. The substance of GAAP presen­
tation requirements may be communicated using qualitative in­
formation and without modifying the financial statement format.
Finally, if  GAAP would require disclosure of other matters such 
as contingent liabilities, going concern, and significant risks and 
uncertainties, the auditor should consider the need for that same 
disclosure or disclosure that communicates the substance of those 
requirements. Such disclosures need not include information that 
is not relevant to the basis of accounting.
Executive Summary— Disclosure in Financial Statements Prepared 
on the Cash, Modified Cash, or Income Tax Basis of Accounting
• For cash, modified cash, or income tax basis financial statements, 
the discussion of the basis of accounting needs to include only the
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significant differences from GAAP. Quantifying differences is not 
required.
• If cash, modified cash, or income tax basis financial statements con­
tain elements, accounts, or items for which GAAP would require 
disclosure, the statements either should provide the relevant GAAP 
disclosure or provide information that communicates the substance 
of that disclosure.
• Cash, modified cash, and income tax statements should comply with 
GAAP requirements that apply to the presentation of financial state­
ments or provide information that communicates the substance of 
those requirements.
Restricting the Use of an Auditor’s Report
Both the report on compliance and internal control over financial 
reporting issued by the auditor in an audit of financial statements 
performed in accordance with Government Auditing Standards 
and the report issued on compliance and internal control over 
compliance in a Circular A -133 audit are considered restricted 
use reports. For this reason, auditors of governmental entities 
should be aware that in January 1998, the ASB issued an expo­
sure draft of a proposed SAS entitled, Restricting the Use o f  an Au­
d ito r ’s Report, which would be effective for reports issued after 
November 30, 1998. The proposed SAS provides guidance to au­
ditors that will help them determine whether an engagement re­
quires a restricted-use report and, if  so, what elements to include 
in that report. The proposed SAS states that an auditor should re­
strict the use of a report in the following circumstances:
• The subject matter of the auditor’s report, or the presenta­
tion being reported on, is based on measurement or disclo­
sure criteria contained in contractual agreements or 
regulatory provisions that are not in accordance with 
GAAP or OCBOA.
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
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• The auditors report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of 
an auditors report should be restricted, the proposed Statement, 
among other things, defines the terms genera l use and restricted 
use, specifies the language to be used in restricted-use reports, 
and requires an auditor to restrict a “combined” report if  it cov­
ers subject matter or presentations that ordinarily do not require 
a restriction on use and subject matter or presentations that re­
quire such a restriction. It permits auditors to include a separate 
general-use report in a docum ent that also contains a re­
stricted-use report. Auditors should be alert for the issuance of a 
final SAS.
The Year 2000 Issue
How will the arrival of the year 2000 affect a government’s accounting 
and financial information systems? What issues need to be addressed 
this year?
The Year 2000 Issue
The Year 2000 (Y2K) Issue consists of two shortcomings of 
many electronic data processing systems that make them un­
able to process year-date data accurately beyond the year 1999. 
It is a broad operational problem, as well as an accounting sys­
tems problem.
The first shortcoming is that, in the past, computer programmers 
have consistently abbreviated dates by eliminating the first two 
digits of the year under the assumption that these two digits 
would always be 19. Thus, January 1, 1965, became 0 1 /0 1 /6 5 . 
Unless corrected, this shortcut is expected to create widespread 
problems when the clock strikes 12:00:01 A .M . on January 1, 
2000. On that date, some computer programs may recognize the 
date as January 1, 1 900, and consequently will process data inac­
curately or stop processing altogether.
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The second shortcoming is that the algorithm used in some com­
puters for calculating leap years is unable to detect that the year 
2000 is a leap year. Therefore, systems that are not year 2000 
compliant may not register the additional day, and date calcula­
tions may be incorrect.
The Year 2000 Issue also may affect computer applications before 
January 1, 2000. Failures are expected to occur when systems at­
tempt to perform calculations into the year 2000 (for example, 
some entities may not be able to process a credit card that expires 
in the year 2000 or beyond).
In addition, some software programs use several dates in the year 
1999 to mean something other than the date. Examples of such 
dates are 01/01/99, 09/09/99, and 12/31/99. As systems process 
information using these dates, they may produce erratic results or 
stop functioning.
Entities may experience other problems relating to the Year 2000 
Issue. For example, inventory-control systems may treat new 
items as obsolete, receivables may be erroneously identified as 
past due, interest calculations may be incorrect, paid-up insur­
ance policies may be considered expired, and computerized 
equipment-maintenance schedules may be adversely affected, 
along with the expiration dates for periodical subscriptions.
To further complicate matters, even if  a governmental entity’s 
systems are year 2000 compliant, the entity may be affected by 
noncom pliant systems of grantors, customers, vendors, or 
third-party data-processing services with which the entity inter­
acts electronically.
The costs to make systems year 2000 compliant may be substan­
tial. The Gartner Group, an international information technol­
ogy advisory and market research firm, has estimated the global 
costs to make software year 2000 compliant to be between $300 
billion and $600 billion through 1999.
In addition to the costs of making software year 2000 compliant, 
entities should understand that the risk of litigation relating to 
the Year 2000 Issue is substantial.
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Auditors and the Year 2000 Issue
The AITF has issued two Interpretations of auditing standards ad­
dressing the Year 2000 Issue and expects to issue a third Interpre­
tation by June 1998. The Interpretations provide guidance to the 
auditor regarding his or her responsibilities in an audit conducted 
in accordance with generally accepted auditing standards (GAAS). 
The following is a summary of what the Interpretations cover:
• Interpretation of SAS No. 70, Reports on the Processing o f  
Transactions by Service Organizations (AICPA, Professional 
Standards, vol. 1, AU sec. 324). This Interpretation clari­
fies the responsibilities of service organizations and service 
auditors with respect to information about the Year 2000 
Issue in a service organization’s description of controls.
• Interpretation of AU section 312, Planning and  Supervi­
sion. This Interpretation discusses the auditor’s responsibil­
ity with regard to the Year 2000 Issue, how the Issue affects 
planning for an audit of financial statements conducted in 
accordance with GAAS, and under what circumstances the 
Issue may result in a reportable condition.
• The third Interpretation is expected to be available on the 
AICPA’s Web site on or before June 30, 1998. It will pro­
vide guidance on the application of SAS No. 59, The Audi­
to r ’s Consideration o f  an Entity’s Ability to Continue as a 
Going Concern  (AICPA, Professional Standards, vol. 1, 
AU sec. 341), to the Year 2000 Issue.
Because of the publicity that the Year 2000 Issue has received, 
some entities might decide to make disclosures regarding their 
system’s year 2000 readiness. Auditors should be extremely cau­
tious about being associated with assertions that clients’ systems 
are year 2000 compliant or guarantees that systems will become 
compliant by a specified date.
If voluntary disclosures about the Year 2000 Issue are included 
in the notes to the audited financial statements of a governmen­
tal entity, the auditor should determine whether he or she has 
obtained sufficient competent evidential matter regarding the
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information disclosed. The auditor may conclude that voluntary 
disclosures regarding the Year 2000 Issue should be made outside 
of the financial statements or labeled as unaudited, especially if  
such disclosures contain subjective or forward-looking informa­
tion. The auditor’s responsibility with respect to these disclosures 
depends on whether the disclosures appear in an auditor-submit­
ted document or a client-submitted document. The auditor’s re­
sponsibilities in each of these situations are as follows:
• Unaudited disclosures in a clien t-subm itted  docum ent. If 
disclosures about the Year 2000 Issue are presented out­
side the financial statements of a governmental entity or 
other documents to which the auditor, at the client’s re­
quest, devotes attention, the auditor is responsible for 
reading and considering the information pursuant to SAS 
No. 8, Other Information in D ocuments Containing Au­
d ited  Financial Statements (AICPA, Professional Standards, 
vol. 1, AU sec. 550).
• Unaudited disclosures in an auditor-subm itted  document. 
The auditor should refer to SAS No. 29, Reporting on In­
form ation  Accompanying the Basic Financial Statements in 
Auditor-Submitted Documents (AICPA, Professional Stan­
dards, vol. 1, AU sec. 551). If the auditor concludes, on the 
basis of facts known to him or her, that any accompanying 
information is materially misstated in relation to the basic 
financial statements taken as a whole, SAS No. 29, para­
graph 9, states that the auditor should discuss the matter 
with the client and propose appropriate revision of the ac­
companying information. If the client will not revise the 
accompanying information, the auditor should either 
modify his or her report on the accompanying information 
and describe the misstatement or refuse to include the in­
formation in the document.
An important part of any firm’s risk management program re­
lated to the Year 2000 Issue is its timely and ongoing communi­
cation with the client’s management. To avoid misunderstandings 
about the auditor’s responsibilities with respect to the Year 2000 
Issue, an auditor may find it necessary to specifically set forth his
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or her responsibilities under current auditing standards in com­
munications with the client during audits leading up to the year 
2000. Communications with the client may be in the form con­
sidered most appropriate by the auditor. Some forms of commu­
nication that auditors may wish to consider are discussed in the 
following paragraphs.
SAS No. 83, Establishing an U nderstanding With the C lient 
(AICPA, Professional Standards, vol. 1, AU sec. 310), requires au­
ditors to obtain an understanding with the client regarding the 
service to be performed, including the objectives and limitations 
of an audit of financial statements (see the section in this Audit 
Risk Alert titled “Recent Auditing Pronouncements”). Auditors 
may wish to specifically address the Year 2000 Issue in connec­
tion with obtaining that understanding. The AICPA’s publica­
tion, The Year 2000 Issue: Current A ccounting and  A uditing 
Guidance, contains sample engagement letter language relating to 
the Year 2000 Issue. The publication is available free of charge 
from the AICPA’s Web site (www.aicpa.org) or for a small charge 
from the AICPA’s order department at (888) 777-7077.
Auditors may wish to discuss the Year 2000 Issue with a client’s 
audit committee (or individual or group with similar responsi­
bilities) to make sure they understand the Year 2000 Issue and 
its m agnitude. Paragraph 6 of SAS No. 61, Communications 
With Audit Committee (AICPA, Professional Standards, vol. 1, 
AU sec. 380), provides as follows:
An audit performed in accordance with [GAAS] may address 
many matters of interest to an audit committee. For exam­
ple, an audit committee is usually interested in internal con­
trol and in whether the financial statements are free of 
material misstatements. In order for the audit committee to 
understand the nature of the assurance provided by an audit, 
the auditor should communicate the level of responsibility 
assumed for these matters under [GAAS]. It is also impor­
tant for the audit committee to understand that an audit 
conducted in accordance with [GAAS] is designed to obtain 
reasonable, rather than absolute, assurance about the finan­
cial statements.
45
Because the Year 2000 Issue may affect an entity’s internal con­
trol, an auditor may wish to advise an entity’s audit committee 
that because an audit is not intended to provide assurance on the 
effectiveness of internal control, an audit of financial statements 
in accordance with GAAS does not provide any assurance with 
respect to the Year 2000 Issue.
Through inquiries of client personnel, the auditor may obtain 
inform ation regarding the c lien t’s understanding of the 
Year 2000 Issue and, if  applicable, the progress of its year 2000 
compliance efforts. The auditor may wish to communicate to 
senior m anagem ent and the aud it com m ittee the results of 
such inquiries and any observations regarding the year 2000. 
However, auditors should be cautious in these com m unica­
tions not to im ply that they are providing assurance on 
year 2000 compliance.
Depending on the entity’s reliance on date-dependent processing 
and the state of preparedness for the year 2000, the auditor also 
may want to address certain other situations relating to the Year 
2000 Issue in his or her management letter. Some of these situa­
tions may be as follows:
• The client has not begun to address the Year 2000 Issue.
• The client recognizes the Issue but needs to develop a year 
2000 compliance program.
• The client recognizes the Issue but needs to assess the effect 
of the Year 2000 Issue on its systems.
• The client needs to consider the budget and resource im­
plications of the plan.
• The client currently is not meeting its year 2000 compli­
ance project’s timetables.
The matters discussed herein are more fully described in the 
AICPA’s publication, The Year 2000 Issue: Current Accounting and  
Auditing Guidance.
Auditors should also consider whether costs associated with their 
clients’ modifications of computer systems pursuant to the Year
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2000 Issue have been properly accounted for. Costs specifically 
associated with m odifying software for the year 2000 should 
generally be charged to expenditures or expense as incurred. It 
may be advisable for auditors to consider discussing this matter 
with their clients to determine whether it is an issue and to de­
termine whether the costs incurred to date have been accounted 
for properly.
Executive Summary— The Year 2000 Issue
• The Year 2000 Issue has the potential to affect, among other things, 
an entity’s accounting and information systems.
• The AITF has issued guidance on the auditor’s responsibility to de­
tect year 2000 issues, audit planning considerations, and the circum­
stances under which year 2000 issues may constitute reportable 
conditions. It also issued an Interpretation to SAS No. 70, clarifying 
the responsibilities of service organizations and service auditors with 
respect to information about the Year 2000 Issue in a service organi­
zation’s description of controls. Another Interpretation on the appli­
cation of SAS No. 59 to the Year 2000 Issue is expected in June.
• Auditors should be familiar with their responsibility regarding the 
different disclosures that many organizations may make relating to 
the Year 2000 Issue. They should be extremely cautious about being 
associated with assertions that clients’ systems are year 2000 compli­
ant or guarantees that systems will become compliant.
• To avoid misunderstandings about the auditors’ responsibilities with 
respect to the Year 2000 Issue, an auditor may wish to specifically set 
forth his or her responsibilities under current auditing standards in 
communications with the client during audits leading up to the 
year 2000. Those communications may be in the form of engage­
ment letters or management letters.
• Auditors should consider client accounting for Year 2000 Issue.
Using the Work of an Actuary
What are the auditor’s responsibilities when using the work of 
an actuary?
The Governmental Accounting Standards Board’s (GASB) new 
pension rules (see the discussion in the section of this Audit Risk
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Alert titled “Accounting Issues and Developments”) generally re­
quire actuarial involvement of some sort. Because the auditor's 
qualifications do not typically encompass actuarial science or the 
complexities of probability and longevity associated w ith life 
contingencies, the auditor should consider using the work of the 
actuary. In that connection, the auditor should follow the guid­
ance in SAS No. 73, Using the Work o f  a Specialist (AICPA, Pro­
fess ion a l Standards, vol. 1, AU sec. 336), to obtain assurance 
regarding the work of the actuary. Chapter 14 of the Audit and 
Accounting Guide Audits o f  State and Local Governmental Units 
provides useful guidance on accounting and auditing considera­
tions of government pension-related matters. Also, because audit 
procedures used in auditing governmental pension plans differ 
little in most areas from those used in auditing private sector 
pension plans, auditors should consider referring to the Audit 
and Accounting Guide Audits o f  Employee Benefit Plans for addi­
tional audit guidance.
As part of an audit of pension trust funds, pension plans, or the 
financial statements of a governmental employer that provides or 
participates in a pension plan, the auditor should consider send­
ing a request to the actuary to confirm certain information taken 
from the actuary’s report. Appendix C to this Audit Risk Alert in­
cludes an illustration of a confirmation that could be used by the 
auditor in such a situation.
Whenever using the work an actuary (for pension-related matters 
or for other matters), auditors should note that SAS No. 73, 
among other things, requires auditors to obtain an understanding 
of the nature of the work performed by the specialist. The appro­
priateness and reasonableness of methods and assumptions used 
and their application are the responsibility of the specialist. The 
auditor should (1) obtain an understanding of the methods and 
assumptions used by the specialist, (2) make appropriate tests of 
data provided to the specialist, taking into account the auditor’s 
assessment of control risk, and (3) evaluate whether the special­
ist’s findings support the related assertions in the financial state­
ments. See SAS No. 73 for further details.
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Indemnification Clauses
What is the significance of an indemnification clause in an engagement 
letter? Should an auditor indemnify a client?
Although no authoritative pronouncements currently require 
that a written engagement letter be used in an audit, its use is 
generally considered to be sound business practice. Engagement 
letters can help prevent misunderstandings between the client 
and the auditor regarding the services to be performed and the re­
sponsibilities of both parties. In addition, states generally recog­
nize the engagement letter as a legally binding document, and its 
use may therefore help reduce the risk of litigation.
In efforts to further reduce those risks, practitioners have increas­
ingly begun to incorporate so-called indemnification clauses into 
their engagement letters. Typically, indemnification clauses pro­
vide recourse to the auditor if he or she is sued for alleged audit 
failures, given that the auditor has relied on representations by 
management that were later discovered to be false.
In a recently reported lawsuit, a CPA firm won a six-figure settle­
ment from a former financial institution client that blamed its 
bankruptcy on alleged audit failures even though the client had 
lied to the firm’s auditors about issues that had been raised by fed­
eral regulators. In its engagement letter, the firm had included an 
indemnification clause providing that the client would be respon­
sible for paying any legal fees incurred by the firm due to its re­
liance on any false representations made by the client. On the 
basis of that clause, the firm was able to negotiate a favorable set­
tlement from a position of relative strength. Successful resolu­
tions to litigation against auditors, such as this one, have spurred 
many in the profession to adopt, or at the very least consider, the 
possibility of the inclusion of indemnification clauses in their en­
gagement letters. Although some question whether such clauses 
add anything legally to common law, others believe that includ­
ing the clause in the engagement letter, at the very least, puts the 
client on notice about precisely what their responsibilities are for 
the financial statements and their representations.
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From the standpoint of auditor independence, this issue is ad­
dressed in AICPA Ethics Ruling No. 94, Indemnification Clause 
in Engagement Letters (AICPA, Professional Standards, vol. 2, 
ET sec. 191). The ruling provides that an auditor’s indepen­
dence is not im paired solely on the basis of an agreement 
whereby the client would hold the member harmless from any 
liab ility and costs resulting from knowing misrepresentations 
by management.
Regulators, including the SEC, may restrict or prohibit liability 
limitations such as indemnification clauses. Auditors who wish to 
use indemnification clauses in an engagement letter should con­
sider consulting with legal counsel before using this clause.
Auditors are also reminded of Ethics Ruling No. 102, M embers 
Indemnification o f  a Client (AICPA, Professional Standards, vol. 2, 
ET sec. 191), which was issued in January 1996. This ruling 
states that auditors should not enter into agreements that would 
require them to indemnify their client for damages, losses, or 
costs arising from lawsuits, claims, or settlements that relate, di­
rectly or indirectly, to client acts, or their independence will be 
impaired. The use of such clauses by state and local governments 
in requests for proposals (RFP) and audit contracts have been on 
the increase. Therefore, auditors should carefully review RFPs 
and audit proposals for such clauses before entering into them.
Executive Summary— Indemnification Clauses
• Though a written engagement letter is not required, it is a good idea 
to have one.
• Indemnification clauses in engagement letters may help reduce the 
auditor’s exposure to litigation stemming from representations made 
to the auditor.
• Indemnification clauses in engagement letters do not impair 
independence.
• Auditors should not enter into agreements that would require them 
to indemnify their client for damages losses or costs arising from 
lawsuits, claims or settlements that relate, directly or indirectly, to 
client acts.
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Accounting Issues and Developments
The GASB has issued several new financial accounting or report­
ing standards applicable to state and local governments. Some of 
these standards are effective for the first time in 1998. Other 
standards w ill not be effective until after 1998; however, the 
GASB encourages early application. Auditors should determine 
which standards a state or local government is either required to 
adopt in the current year or has elected to adopt early.
GASB Statements Effective During 1998
What GASB Statements become effective during the next year?
Pension Accounting
In November 1994, the GASB issued the following three pen­
sion-related Statements:
• GASB Statement No. 25, Financial Reporting f o r  D efined 
Benefit Pension Plans and Note Disclosures fo r  D efined Con­
tribution Plans
• GASB Statement No. 26, Financial Reporting f o r  Postem­
ploym ent Healthcare Plans Administered by D efined Benefit 
Pension Plans
• GASB Statement No. 27, Accounting fo r  Pensions by State 
and Local Governmental Employers
GASB Statement Nos. 25 and 27 supersede most of the existing 
standards for reporting pension information in governmental fi­
nancial reports. GASB Statement No. 25 addresses the informa­
tion that should be reported for a pension plan, whether the plan 
(or the public employee retirement system that administers the 
plan) issues a separate report or is included as a pension trust 
fund in the financial report of the plan sponsor or participating 
employer. GASB Statement No. 27 includes reporting require­
ments for an employers expenditures/expense for contributions 
to a pension plan. GASB Statement No. 26 is an interim State­
ment pending completion of GASB’s project on other postem­
ployment benefits and includes the reporting requirements for
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defined benefit plans that administer postemployment health-care 
plans. GASB Statement Nos. 25 and 26 were effective for periods 
beginning after June 15, 1996. GASB Statement No. 27 is ef­
fective for periods beginning after June 15, 1997, with early im­
plementation encouraged.
Also, the GASB issued Technical Bulletin (TB) 96-1, Application 
o f  Certain Pension Disclosure Requirements f o r  Employers Pending 
Implementation o f  GASB Statement No. 27, in August 1996. GASB 
TBs are recognized in category (b) of the hierarchy of GAAP in 
SAS No. 69, The M eaning o f  Present Fairly in Conformity W ith 
Generally Accepted Accounting Principles in the Independent Au­
ditor's Report. TB 96-1 clarifies some implementation issues asso­
ciated with the new pension-related Statements and is effective 
for years beginning after June 15, 1996, or when a defined bene­
fit pension plan adopted GASB Statement No. 25, if  earlier. The 
provisions terminate when GASB Statement No. 27 becomes ef­
fective or when an employer implements GASB Statement No. 27, 
if  earlier.
Since the release of GASB Statement Nos. 25, 26, and 27, many 
questions have been posed to GASB staff regarding the imple­
mentation of these Statements and their application in various 
plan and employer reporting situations. To assist in applying the 
provisions of the pension-related Statements, the GASB issued an 
Implementation Guide titled, Guide to Implementation o f  GASB 
Statements 25, 26, and  27  on Pension Reporting and Disclosure by 
State and  Local Government Plans and  Employers, in June 1997. 
GASB Implementation Guides are recognized in category (d) of 
the hierarchy of GAAP in SAS No. 69. The guide includes ques­
tions and answers that were for the most part derived from tech­
nical inquiries received by GASB staff. The questions and answers 
are intended to serve two purposes: (1) they can be used as ready 
references by users with similar questions, and (2) they illustrate a 
basis for resolving issues that users can apply to questions or situ­
ations not specifically addressed in the guide.
Last, auditors should be aware that in implementing GASB State­
ment No. 25, some governments have been incorrectly leaving the 
pension activity in the Statement of Revenues, Expenses, and
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Changes in Retained Earnings/Fund Balances instead of reporting 
a separate Statement of Changes in Net Assets. For each defined 
benefit pension plan, GASB Statement No. 25 requires two finan­
cial statements—a Statement of Plan Net Assets and a Statement 
of Changes in Plan Net Assets— and two schedules presented as 
required supplementary information— the Schedule of Funding 
Progress and the Schedule of Employer Contributions. For gov­
ernments that include pension trust funds as part of their general 
purpose financial statements (GPFS) or comprehensive annual fi­
nancial report (CAFR), the GASB permits the information that 
would be included in the Statement of Net Assets to be included 
in the Combined Balance Sheet and (when more than one plan is 
included or a single plan is combined with another trust or agency 
fund) the Combining Balance Sheet for Fiduciary Funds. How­
ever, auditors should be aware that a separate Statement of 
Changes in Net Assets is still required as an addition to the GPFS 
and (when more than one plan is included or a single plan is com­
bined with another trust or agency fund) the Combining State­
ment of Changes in Net Assets in the CAFR. This is a change 
from past practice, when pension trust funds were included in the 
Combined (and possibly Combining) Statement of Revenues, Ex­
penses, and Changes in Retained Earnings/Fund Balances. As a re­
sult, applicable governments will have six statements in the GPFS, 
rather than the previous five. Moreover, when the GPFS is issued 
separately, combining statements for defined benefit pension 
plans should be presented in the GPFS to satisfy the requirement 
in GASB Statement No. 25 for separate reporting on each plan.
Investments
In March 1997, the GASB issued GASB Statement No. 31, Ac­
counting and Financial Reporting fo r  Certain Investments and fo r  Ex­
ternal Investment Pools, which is effective for financial statements 
for periods beginning after June 15, 1997, with early application 
encouraged. For most governmental entities, Statement No. 31 
establishes fair value standards for investments in the following:
1. Participating interest-earning investment contracts
2. External investment pools
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3. Open-end mutual funds
4. Debt securities
5. Equity securities, option contracts, stock warrants, and 
stock rights that have readily determinable fair values
However, governmental entities other than external investment 
pools are permitted to report certain money market investments 
and participating interest earning investment contracts at amor­
tized cost, provided that the investment has a remaining maturity 
of one year or less at the time of purchase. Also, nonparticipating 
investment contracts (which include most certificates of deposit) 
should be reported using a cost-based measure.
Statement No. 31 also establishes fair value accounting and fi­
nancial reporting standards for all investments held by govern­
mental external investment pools. An exception, however, is that 
external investment pools are permitted to report short-term debt 
investments at amortized cost, provided that the fair value of 
those investments is not significantly affected by the impairment 
of the credit standing of the issuer or other factors. For that pur­
pose, a pool’s short-term investments are those with remaining 
maturities of up to ninety days at the balance sheet date.
For defined benefit pension plans and IRC sec. 457 deferred 
compensation plans, Statement No. 31 provides guidance for ap­
plying fair value to certain investment transactions.
To assist in implementing GASB Statement No. 31, the GASB is­
sued an Implementation Guide in April 1998. The objective of 
this guide is to answer commonly asked questions about the im­
plementation of GASB Statement No. 31. The key issue is the 
application of fair value accounting to governmental statements 
and, in particular, in the context of external investment pools.
Executive Summary— GASB Statements Effective During 1998
• GASB Statement No. 27, A ccounting f o r  Pensions by State a n d  Local 
G overnmental Employers, is effective for periods beginning after June 
15, 1997, with early implementation encouraged.
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• GASB Statement No. 31, Accounting and Financial Reporting fo r  
Certain Investments and fo r  External Investment Pools, is effective for 
financial statements for periods beginning after June 15, 1997.
• The GASB has published implementation Guides on the GASB 
pension-related Statements and GASB Statement No. 31 have 
been issued.
GASB Statements Effective After 1998, With Early 
Application Encouraged
What other GASB Statements have been issued recently?
Internal Revenue Code Section 457 Deferred 
Compensation Plans
In October 1997, the GASB issued GASB Statement No. 32, Ac­
counting and  Financial Reporting f o r  Internal Revenue Code Sec­
tion 457 D eferred  Compensation Plans, which is effective for 
financial statements for periods beginning after December 31, 
1998, or when plan assets are held in trust under the require­
ments of IRC sec. 457, subsection (g), if  sooner. This Statement 
was issued as a result of amendments that were made in August 
1996, to the provisions of IRC sec. 457, which require these 
plans to hold all assets in trust for the exclusive benefit of partici­
pants and their beneficiaries. Before this change, the amounts de­
ferred under an IRC sec. 457 plan were legally the property of the 
governmental employer, subject only to the claims of the em­
ployer's creditors. GASB Statement No. 2, Financial Reporting o f  
Deferred Compensation Plans Adopted Under Provisions o f  Internal 
Revenue Code Section 457, was based on that premise and, there­
fore, it generally required that IRC sec. 457 plans be displayed in 
an agency fund.
GASB Statement No. 32 rescinds GASB Statement No. 2 and 
establishes accounting and financial reporting standards for 
IRC sec. 457 deferred compensation plans of state and local 
governmental employers. In addition, this Statement amends 
the investment guidance for IRC sec. 457 plans in GASB State­
ment No. 31.
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Under GASB Statement No. 32, an IRC sec. 457 deferred com­
pensation plan that meets the criteria in National Council on 
Governmental Accounting (NCGA) Statement 1, Governmental Ac­
counting and  Financial Reporting Principles, paragraph 26(3) (8), 
for inclusion in the fiduciary funds of a government should be re­
ported as an expendable trust fund in the financial statements of 
that government. Paragraph 26(3)(8) of NCGA Statement 1 
states that trust and agency funds are used to account for assets 
held by a governmental unit in a trustee capacity or as an agent 
for individuals, private organizations, other governmental units, 
and/or other funds. Therefore, the government will need to exer­
cise judgment in determining whether they have fiduciary ac­
countability for IRC sec. 457 plans and whether they hold the 
assets in a trustee capacity. Research conducted by the GASB in­
dicates that most sponsors of IRC sec. 457 plans have little ad­
m inistrative involvement and do not perform the investing 
fu n ct ion s  fo r  these plans. This is consistent with practice for 
other types of plans (for example, governments that have 401(k) 
or 403(b) plans or other deferred compensation plans currently 
determine if  the NCGA criteria apply to those plans). Govern­
ments generally have interpreted the NCGA guidance as not re­
quiring the use of fiduciary funds in situations where assets are 
administered by a third party. As a result, since many govern­
ments rely on third parties to manage IRC sec. 457 plan assets, 
the likely result of GASB Statement No. 32 is that many govern­
ment employers that currently report IRC sec. 457 plan assets on 
their balance sheet will no longer do so.
GASB Interpretations Effective After 1998, With Early 
Application Encouraged
Property Tax Revenue Recognition
In November 1997, the GASB issued GASB Interpretation 
No. 5, Property Tax Revenue Recognition in Governmental Funds, 
an Interpretation o f  NCGA Statem ent 1 and  an A mendment o f  
NCGA Interpretation 3, which is effective for financial statements 
for periods beginning after June 15, 2000, with early application 
encouraged. This Interpretation amends NCGA Interpretation 3, 
Revenue Recognition—Property Taxes, by modifying the definition
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of available as the term relates to property tax revenue recogni­
tion using the modified accrual basis of accounting. The effect of 
this amendment is to remove the “due” consideration from the 
definition of available established in NCGA Interpretation 3. 
The revised definition of available is as follows: "Available means 
collected within the current period or expected to be collected 
soon enough thereafter to be used to pay liabilities of the current 
period.” Auditors should note, however, that this Interpretation 
does not change the stipulation that the collection period after 
year end shall not exceed sixty days.
GASB Technical Bulletins Effective During 1998
Classification of Deposits and Investments
In November 1997, the GASB issued TB 97-1, Classification o f  
Deposits and Investments into Custodial Credit Risk Categories fo r  
Certain Bank Holding Company Transactions, which clarifies the 
reporting of deposits and investments for certain bank holding 
company transactions. It is effective for financial statements for 
periods beginning after December 15, 1997, with early applica­
tion encouraged.
The TB provides the Board's answers to two questions on apply­
ing GASB Statement No. 3, Deposits With Financial Institutions, 
Investments (Including Repurchase Agreements), and Reverse Repur­
chase Agreements, that have arisen due to the growth in bank 
mergers and holding companies. GASB Statement No. 3 estab­
lished three categories for classifying the custodial credit risk in­
herent in deposits and investment transactions. Question No. 1 
in the TB addresses the issue of classifying deposits and invest­
ments when the counterparty and the custodial agent are sub­
sid iary banks of the same bank holding company. In this 
situation the TB states that the deposits and investments should 
be classified in category 3. If, however, the deposits are insured, 
the deposits should be classified in category 1. If the investments 
are insured or registered, the investments should be classified in 
category 1. Question No. 2 focuses on the classification of de­
posits and investments when the counterparty is a “section 20” 
subsidiary and the bank-custodial agent is controlled by the same
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bank holding company. In this situation, the deposits and invest­
ments should be classified in category 2, provided that the securi­
ties are held in the name of the entity by the bank-custodial 
agent. If, however, the deposits are insured, the deposits should 
be classified in category 1. If the investments are insured or regis­
tered, the investments should be classified in category 1.
GASB Exposure Drafts Outstanding
Basic Financial Statements— and Management's Discussion 
and Analysis—for State and Local Governments
Issued in January 1997, this exposure draft would make sweeping 
changes to the financial reporting standards for state and local 
governments. Due to the large number of public comments re­
ceived and the numerous issues raised, the GASB continues its 
deliberations on this project. At the time of the issuance of this 
Audit Risk Alert, it is not known whether the GASB will issue a 
final Statement during the next year or whether a revised expo­
sure draft will be issued for additional public comment. Auditors 
should closely follow the developments related to this project.
Basic Financial Statements— and Management's Discussion 
and Analysis—for Public Colleges and Universities
Issued in April 1997, this exposure draft would make sweeping 
changes to the financial reporting standards for public colleges 
and universities. At the time of the issuance of this Audit Risk 
Alert, it is not known whether the GASB will issue a final State­
ment during the next year or whether a revised exposure draft will 
be issued for additional public comment. Auditors should closely 
follow the developments related to this project.
Accounting and Financial Reporting for 
Nonexchange Transactions
Issued in March 1997, this exposure draft would establish ac­
counting and financial reporting standards for nonexchange 
transactions. Nonexchange transactions are those in which a gov­
ernment gives (or receives) value without directly receiving (or 
giving) equal value in exchange. At the time of the issuance of 
this Audit Risk Alert, it is not known whether the GASB will
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issue a final Statement during the next year or whether the Board 
will delay the issuance of a final Statement until the deliberations 
on the financial reporting model projects are completed. Auditors 
should closely follow the developments related to this project.
The Financial Reporting Entity: Affiliated Organizations
Issued in December 1994, this exposure draft would establish 
standards to determine whether an organization should be classi­
fied as an affiliated organization and, if  so, would establish crite­
ria to determine whether that affiliated organization is a 
component unit of a primary government’s financial reporting 
entity. The GASB is expected to issue a final Statement by the 
end of 1998.
Other Accounting Matters
Accounting for the Costs of Joint Activities
In March 1998, the AICPA issued SOP 98-2, Accounting fo r  Costs 
o f  Activities o f  N ot-for-Profit Organizations and  State and  Local 
Governmental Entities That Include Fund Raising. The SOP ap­
plies to not-for-profit organizations and state and local govern­
mental entities in determining fund-raising costs. It supersedes 
SOP 87-2, Accounting f o r  Jo in t Costs o f  Informational Materials 
and Activities o f  Not-for-Profit Organizations That Include a Fund- 
Raising Appeal. SOP 98-2 requires state and local governmental 
entities to report the costs of all materials and activities that in­
clude a fund-raising appeal as fund-raising costs, including costs 
that otherwise might be considered program or management and 
general costs if  they had been incurred in a different activity, un­
less the criteria of purpose, audience, and content, as defined in 
the SOP, are each met, subject to the exception in the following 
sentence. Costs of goods or services provided in exchange trans­
actions, such as costs of direct donor benefits of a special event 
(for example, a meal), should not be reported as fundraising. If 
the criteria of purpose, audience, and content are met, the joint 
costs of those activities should be allocated, and costs that are 
clearly identifiable with fund-raising, program, or management 
and general functions should be charged to those cost objectives.
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SOP 98-2 is effective for years beginning on or after Decem­
ber 15, 1998. Some entities w ill undoubtedly change the way 
they conduct their activities in order to meet the allocation crite­
ria. The lead time on conducting such activities can be as long as 
six months. Auditors should discuss the SOP with their clients 
and start reviewing their activities now to plan for implementa­
tion of the SOP.




The following are some AICPA publications that may be of inter­
est to auditors of state and local governmental units.
• Audit and Accounting Guide Audits o f  State and  Local Gov­
ernmental Units (No. 012057)
• SOP 98-2, Accounting fo r  Costs o f  Activities o f  Not-for-Profit 
Organizations and  State and  Local Governmental Entities 
That Include Fund Raising (No. 014887)
• SOP 98-3, Audits o f  States, Local Governments, and Not-for- 
Profit Organizations Receiving Federal Awards (No. 014904)
• Checklists and Illustrative Financial Statements fo r  State and  
Local Governmental Units (No. 008697)
• Considering Fraud in a Financial Statement Audit: Practical 
Guidance fo r  Applying SAS No. 82—This practice aid walks 
auditors through issues likely to be encountered in apply­
ing SAS No. 82 to audits, including valuable tools such as 
sample documentation. It also provides specific guidance 
on applying the concepts of the SAS to various industries, 
including government (No. 008883).
• Internal Control—Integrated Framework (No. 990009)— 
This report was commissioned by the Com mittee of 
Sponsoring Organizations of the Treadway Commission
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(COSO) to establish a common definition of internal con­
trol that serves the needs of different parties for not only 
assessing their control systems, but also determining how 
to improve them; also available as a software package 
(No. 990004) to help users identify and report on poten­
tial control deficiencies.
AICPA Continuing Professional Education Courses
The AICPA offers continuing professional education (CPE) in 
the form of both group study and self-study courses. Group study 
courses include the following:
• Audits of HUD-Assisted Projects
• Advanced Auditing of HUD-Assisted Projects
• Compliance Auditing
• Cost Principles for Nonprofit Organizations under OMB 
Circular A -133
• Governmental Auditing and Accounting Update
• Solving Complex Single Audit Issues for Governmental 
and Nonprofit Organizations
• Single Audit Requirements for Nonprofit and Govern­
ment Organizations
• Workpaper Preparation Techniques for Government and 
Nonprofit Organizations
• Yellow Book: Government Auditing Standards
• Applying Fraud SAS No. 82 in Governmental and Not- 
for-Profit Audits
Self-study courses include the following:
• Audits of Public and Indian Housing Authorities
• Performance Auditing
• Introduction to Governmental Accounting
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• Solving Complex Single Audit Issues for Government and 
Nonprofit Organizations
• Single Audit Requirements for Nonprofit and Govern­
mental Organizations
• How to Perform an Audit of a State or Local Government
• Yellow Book: Government Auditing Standards
• Applying Fraud SAS No. 82 in Governmental and Not- 
for-Profit Audits
• HUD Audits: A Comprehensive Guide
• Governmental Auditing and Accounting Update
• Compliance Auditing
• Audits of Rural Development and Housing Programs
• Com municating M aterial Noncompliance and Internal 
Control Weaknesses
The following video courses are also available:
• Effective Yellow Book Auditing
• 1997 Government Auditing and Accounting
To order AICPA products, call (888) 777-7077 (menu selec­
tion #1); write AICPA Order Department, P.O. Box 2209, Jersey 
City, NJ 07303-2209; fax (800) 362-5066. Prices do not include 
shipping and handling. The best times to call are 8:30 A .M . to 
11:30 A .M . and 2:00 P.M. to 7:30 P.M ., EST. Obtaining product in­
formation and placing online orders can be done at the AICPA’s 
Web site (http://www.aicpa.org).
Industry Conferences
The AICPA will hold its fifteenth annual National Governmen­
tal Accounting and Auditing Update Conference on August 17- 
19, 1998, in Washington, DC, and again on September 14-15, 
1998, in Denver, Colorado. This high-level conference is de­
signed for practitioners; officials working in federal, state, or 
local governmental finance and accounting; and recipients of
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federal awards. It is the premier forum for the discussion of im­
portant governmental accounting and auditing developments. 
Participants will receive updates on current issues, practical ad­
vice, and timely guidance on recent developments from experts. 
The AICPA also offers an annual training program called the 
National Governmental and Not-for-Profit Training Program. 
This year’s program w ill be held on October 26-28, 1998, in 
New Orleans, Louisiana. It is designed for practitioners or ac­
countants, auditors, and other staff in government who want in- 
depth, hands-on train ing in government accounting and 
auditing. For more information about the conference or the 
training program, please call the AICPA CPE Conference Hot­
line at (888) 777-7077.
Accounting and Auditing Technical Hotline
The Technical Hotline answers members’ inquiries about ac­
counting, auditing, attestation, compilation, and review services. 
Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answers in­
quiries concerning independence and other behavioral issues re­
lated to the application of the AICPA Code of Professional 
Conduct. Call (888) 777-7077.
AICPA Home Page
The AICPA has established a home page on the World Wide Web. 
“AICPA Online,” the AICPA’s Web site (http://www.aicpa.org), 
offers members a unique opportunity to stay abreast of develop­
ments in accounting and auditing. CPAs can benefit tremen­
dously by using online resources such as professional news, 
membership information, state and federal legislative updates, 
AICPA press releases, speeches, and exposure drafts, among other 
things. There is also a “Talk to Us” section for members who want 
to send email messages directly to AICPA representatives or teams. 
Also, with a comprehensive list of links to other accounting- and 




The AICPA has a 24-hour Fax Hotline that enables members to 
obtain pertinent information from a fax machine twenty-four 
hours a day, seven days a week. Current AICPA comment letters, 
conference brochures and registration forms, CPE information, 
AICPA Accounting Standards Executive Committee actions, and 
legislative news are some of the kinds of documents that can be 
retrieved on the Fax Hotline. To access the hotline, simply dial 
(201) 938-3787 from a fax machine, follow the voice cues, and 
when prompted, provide the number(s) of the document(s) de­
sired. A list of all items available through this service may be ob­
tained via the Fax Hotline by entering document number 1.
Governmental Accounting Standards Board
The GASB offers the following publications and services:
• Codification o f  Governmental Accounting and Financial Re­
portin g Standards, as of June 30, 1997 (GCD97)—An edi­
tion as of June 30, 1998, is expected to be issued in late 
summer 1998.
• GASB O riginal Pronouncements, as of June 30, 1997 
(GOP97)—An edition as of June 30, 1998, is expected to 
be issued in late summer 1998.
• GASB Implem entation Guides—These question-and-an­
swer special reports are an occasional service containing 
implementation guidance for GASB standards. To date, 
the GASB has issued Implementation Guides for GASB 
Statement Nos. 3, 9, 10, 14, 23, 26, 27, and 31.
• GASB Home Page—Information about the GASB can be 
found on a World W ide Web home page site. The GASB 
address is http://www.gasb.org. Items that can be found 
include “Facts about GASB,” summaries of all final GASB 
documents and of current due process documents, a list 
of publications, a list of Board members and staff with 
their email addresses, and the technical plan for the cur­
rent quarter.
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• Fax Information System—The GASB has a twenty-four- 
hour fax system that enables interested persons to obtain 
information on upcoming meetings, the current technical 
plan, and “Facts about GASB.” To access the system, dial 
(203) 847-0700, extension 14, from a fax machine, and 
follow the voice cues.
• GASB Action Report—This is a monthly newsletter.
• Governmental Accounting Research System (GARS)— 
This information-based software package allows research 
on GASB literature.
GASB publications and services can be obtained by calling the 
GASB Order Department at (203) 847-0700, extension 10.
Federal Agencies— Administrative Regulations
Most federal agencies issue general administrative regulations 
that apply to their programs. These regulations provide general 
rules on how to apply for grants and contracts, how grants are 
made, the general conditions that apply to and the administrative 
responsibilities of grantees and contractors, and the compliance 
procedures used by the various agencies. The regulations are in­
cluded in the Code o f  Federal Regulations.
In 1988, a final rule, Uniform Administrative Requirements fo r  
Grants and  Cooperative Agreements with State and  Local Govern­
ments, was published, establishing a common rule to create con­
sistency and uniform ity among federal agencies in the 
adm inistration of grants to and cooperative agreements with 
state, local, and federally recognized Indian tribal governments. 
The common rule has been codified in each federal agency’s por­
tion of the Code o f  Federal Regulations.
General Accounting Office
General Accounting Office (GAO) publications and services in­
clude the following:
• G overnment A uditing Standards, 1994 Revision— These 
standards, also referred to as the Yellow Book, relate to au-
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dits of government organizations, programs, activities, and 
functions, and of government funds received by contrac­
tors, nonprofit organizations, and other nongovernment 
organizations. The Standards incorporate the AICPA 
Statements on Auditing Standards for fieldwork and re­
porting, and prescribe the additional Standards needed to 
meet the more varied interests of users of reports on gov­
ernmental audits. These Standards are available on the 
GAO home page and are also for sale from the Government 
Printing Office (GPO), Superintendent of Documents, 
Washington, DC 20401; telephone (202) 783-3238; tele­
fax (202) 512-2250; Stock No. 020-000-00-265-4. An in­
teractive version of Government Auditing Standards is available 
on the IGnet home page (http://www.ignet.gov). Auditors 
should note that the GAO is currently working on revi­
sions to Government Auditing Standards (see the related 
discussion in the section of this Audit Risk Alert titled 
“Regulatory, Legislative, and Other Developments”).
• Interpretation o f  C ontinuing Education and  Training Re­
quirements—This provides guidance to audit organizations 
and individual auditors on implementing the CPE require­
ments of Government A uditing Standards (April 1991, 
020-000-00250-6). This Interpretation is available on the 
GAO home page and is also for sale from the GPO, Super­
intendent of Documents, Washington, DC 20401.
• How to Get Action on Audit Recommendations—This guide 
is designed to help auditors get more action and better re­
sults from their audit work on governmental programs and 
operations (July 1991, GAO/OP-9.2.1).
• GAO on the World Wide Web—GAO issues hundreds of re­
ports and testimony to the Congress each year on a wide 
variety of subjects, including accounting and budgeting 
and financial management. Now the full text of GAO 
products can be retrieved via the Internet. GAO’s home 
page is at http://www.gao.gov. Service is available twenty- 
four hours a day. For information on how to access GAO 
reports or other documents on the Internet, send an email
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message to info@www.gao.gov. GAO’s home page is up­
dated daily and includes—
-  The GAO Daybook, a daily listing of released reports 
and testimony.
-  An electronic version of Government Auditing Standards.
— An electronic version of Interpretation o f  Continuing Ed­
ucation and Training Requirements.
-  The monthly catalog of Reports and Testimony (with 
links to most documents listed).
— Reports and testimony released since the last monthly 
catalog.
— Comptroller General Decisions and legal opinions.
— GAO Policy Documents.
-  Special Publications, including GAO Annual Index and 
GAO Annual Report.
Unless otherwise noted above, requests for copies of the publica­
tions described above should be sent to the GAO, P.O. 
Box 37050, Washington, DC 20013. The telephone number is 
(202) 512-6000. Orders may also be placed by using the fax 
number (202) 512-6061.
Office of Management and Budget
Circulars
The OMB issues grants management circulars to establish uni­
form policies and rules to be observed by federal agencies for 
the adm in istration of federal grants. Federal agencies then 
adopt these circulars in their regulations. The process for issu­
ing grants management circulars includes due process, with a 
notice of any proposed changes in the Federal Register, a com­
ment period, and careful consideration of all responses before 
issuance of final circulars. Circulars and other documents rele­
vant to audits of state and local governmental units are listed in 
the following table. For copies of circulars and bulletins, write 
or call the Office of Administration, Publications Office, Room 
2200, New Executive Office Building, Washington, DC 20503;
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telephone (202) 395-7332 or check the OMB home page at 
http://www.whitehouse.gov/WH/EOP/OMB/Grants. An alter­
nate address is the IGnet home page at http://www.ignet.gov. The 
following is a summary of the OMB Circulars relevant to audits 
of state and local governments and not-for-profit organizations:
Circular Number Applicability Issue Date








A-102 (Revised) Grants and cooperative 
agreements with state and 
local governments
August 1997
A-122 (Revised) Cost principles for 
nonprofit organizations
May 1998
A-133 (Revised) Audits of states, local June 1997
governments, and 
nonprofit organizations
OMB Circular A -133 Compliance Supplement
The OMB Compliance Supplement, issued as a provisional doc­
ument on June 30, 1997, sets forth the major federal compliance 
requirements that should be considered in a single audit of states, 
local governments, and not-for-profit organizations that receive 
federal awards. Another revision to the Supplement is expected to 
be issued by mid 1998. A separate discussion of the Compliance 
Supplement appears in the section of this Audit Risk Alert entitled 
“Regulatory, Legislative, and Other Developments.”
Other Guidance
The Catalog o f  Federal Domestic Assistance (CFDA) is a govern­
mentwide compendium of federal programs, projects, services, 
and activities that provide assistance or benefits to the American 
public. The General Services Administration (GSA) is responsible 
for the dissemination of federal domestic assistance information 
through the catalog and maintains the information database from
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which program information is obtained. A searchable version of 
the CFDA is available on the GSA home page, which is cur­
rently located at http://www.gsa.gov/fdac.
Program information provided by the catalog includes authoriz­
ing legislation and audit requirements. The GSA makes copies 
available to certain specified national, state, and local govern­
ment offices. Catalog staff may be contacted at (202) 708-5126. 
The catalog may be purchased from the GPO by calling 
(202) 783-3238.
Program inform ation is also available on m achine-readable 
magnetic tape. The tape may be purchased by writing the Federal 
Domestic Assistance Catalog Staff (WKU), General Services Ad­
ministration, Ground Floor, Reporters Building, 300 Seventh 
Street, SW, Washington, DC 20407, or calling (202) 708-5126.
PCIE Audit Committee Guidance
The PCIE Audit Committee publishes supplemental, nonau­
thoritative guidance for federal officials addressing issues arising 
from the implementation of the Single Audit Act and related 
OMB Circulars.
Over the years, the PCIE Audit Committee (or its predecessors) 
has issued a total of six position statements. Most of these position 
statements were developed to address issues related to audits con­
ducted under the Single Audit Act of 1984, Circular A -128, and 
the March 1990 version of Circular A -133. Only PCIE Statement 
No. 4, which establishes uniform procedures for referrals of sub­
standard audits to state boards of accountancy and the AICPA, 
continues to be applicable to audits conducted under the Single 
Audit Act Amendments of 1996 or the June 1997 Circular A-133.
PCIE Statement No. 4 is available from the U.S. Department of 
Education, Office of the Inspector General, Technical and Non- 
federal Audit Staff, 600 Independence Avenue, SW, Washington, 
DC 20202-1510; telefax (202) 205-8238. It is also available on 
IGnet, the Inspectors General Internet site, in the Single Audit 
Library. The Internet address is http://www.ignet.gov/ignet/ 
single/pcie.html.
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Government Finance Officers Association
The address, telephone number, and fax number of the Govern­
ment Finance Officers Association (GFOA) are 180 N. M ichi­
gan Avenue, Suite 800, Chicago, IL 60601-7476; phone (312) 
977-9700; fax (312) 977-4806; Internet address: http://www. 
gfoa.org. GFOA publications include the following:
• Governmental Accounting, Auditing, and  Financial Report­
in g  (GAAFR)— The 1994 GAAFR, which only includes 
accounting standards issued through 1994, provides de­
tailed professional guidance on the practical application of 
GAAP to state and local governments. Discussions cover 
both the implementation of authoritative standards and 
current practice. Chapters are accompanied by detailed 
journal entries that tie to a complete illustrative compre­
hensive annual financial report. Special chapters are de­
voted to auditing, state governments, and special entities. 
An extensive glossary and model chart of accounts are also 
provided, along with both a general index and an index of 
journal entries. (The GAAFR Study Guide is also available 
to assist those wishing to use the GAAFR for instructional 
or self-study purposes.)
• The GAAFR Review Guide to GASB Pronouncements—This 
book presents edited articles from the GFOA newsletter 
GAAFR Review that cover all of the statements and interpre­
tations issued by the GASB through February 1996. It also 
includes relevant articles from the newsletter on the proper 
application of the provisions of GASB pronouncements.
• Recommended Practices fo r  State and  Local Governments— 
The 1997 update is a compilation of recommended prac­
tices in public financial management. They are intended to 
identify enhanced techniques and provide effective strate­
gies for state and local governments. The recommended 
practices are presented in the areas of accounting, auditing, 
and financial reporting; cash management; budgeting and 
financial management; debt management; and retirement 
and benefits administration.
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• A Preparer’s Guide to Note Disclosures—This guide com­
piles all current authoritative guidance on thirty-six key 
disclosure topics for state and local government financial 
statements.
• An Elected O fficial’s Guide to Auditing—This guide pro­
vides elected officials, management, and other nonaudit 
professionals with practical information concerning the 
audit process for state and local governments.
• Audit M anagement Handbook—This handbook on audit 
management is intended for state and local governments 
and CPA firms that are involved in obtaining or perform­
ing financial audits. It provides information on all aspects 
of the audit management process, including establishing 
the scope of the audit, audit procurement (including a 
model request for proposal), monitoring the audit, and the 
resolution of audit findings.
• An Elected O fficia l’s Guide to Internal Control and  Fraud 
Prevention—This booklet explains the nature and purpose 
of internal controls and how those controls can be made 
more effective at all levels. It also presents examples of 
some of the types of fraud encountered in the public sector.
• A Guide to Arbitrage Requirements fo r  Governmental Bond Is­
sues and 1994 Supplement—These two publications present 
a comprehensive overview of federal arbitrage requirements.
• Financial Reporting Series—This set of books contains in­
formation and creative examples of how governments pre­
sent specific financial reporting information. It includes 
the following:
— Illustrations o f  Statistical Sections o f  Comprehensive An­
nual Financial Reports o f  State and  Local Governments
— Illustrations o f  Interim Financial Statements o f  State and  
Local Governments
— How to Understand Local Government Financial State­
ments: A User’s Guide
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— Illustrations o f  Combined, Combining, and  Ind ividual 
Fund and  Account Group Financial Statements o f  State 
and Local Governments
— Suggested Solutions to Governmental Accounting and Fi­
nancial Reporting Practice Problems in Applying Authori­
tative Standards
— Illu stra tion s o f  P opu la r R eports o f  S tate a n d  L ocal 
Governments
This Audit Risk Alert replaces State and  Local G overnmental 
Developments— 1997.
Auditors should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert— 1997/98 and 
Compilation and  Review Alert—1997/98, which may be obtained 
by calling the AICPA Order Department at the number below 
and requesting publication number 022202 (audit) or 060681 
(compilation and review).
Copies of AICPA publications referred to in this document can 
be obtained by calling the AICPA Order Department at 
(888) 777-7077. Copies of FASB and GASB publications re­
ferred to in this document can be obtained directly from the 
FASB or GASB by calling the FASB/GASB Order Department at 
(203) 847-0700, ext. 10.
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APPENDIX A
References to Useful Web Sites
The following listing summarizes the various Web sites of many of the 
organizations referred to in this Audit Risk Alert, as well as others that 

















U.S. Department of Education 
Office of Inspector General 
Non-Federal Audit Team
U.S. Department of Housing 
and Urban Development 
Office of Inspector General


















Organization Web Site Address
U.S. Office of Management 
and Budget
• Main page












Federal Agency Listing for Assigning
CFDA Numbers
CFDA Agency Number Federal Agency Name
01 African Development Foundation
02 Agency for International Development
10 Agriculture
23 Appalachian Regional Commission
88 Architectural & TransBarriers Compliance
11 Commerce
29 Commission on Civil Rights
78 Commodity Futures Trading Commission
87 Consumer Product Safety Commission




66 Environmental Protection Agency
30 Equal Employment Opportunity Commission
32 Federal Communications Commission
83 Federal Emergency Management Agency
33 Federal Maritime Commission
34 Federal Mediation and Conciliation Service
36 Federal Trade Commission (FTC)
39 General Services Administration
40 Government Printing Office
93 Health and Human Services
14 Housing and Urban Development





CFDA Agency Number Federal Agency Name
61 International Trade Commission
41 Interstate Commerce Commission
16 Justice
17 Labor
42 Library of Congress
91 Miscellaneous Foundations & Commissions
43 National Aeronautics & Space Administration
89 National Archives & Records Administration
92 National Council on Disability
44 National Credit Union Administration
05 National Endowment for the Arts
06 National Endowment for the Humanities
68 National Gallery of Art
46 National Labor Relations Board
47 National Science Foundation
77 Nuclear Regulatory Commission
07 Office of National Drug Control Policy
27 Office of Personnel Management (OPM)
70 Overseas Private Investment Corporation
08 Peace Corps
86 Pension Benefit Guaranty Corporation (PBGC
53 Presidential Commission on Employment 
of the Handicapped
57 Railroad Retirement Board
85 Scholarship Foundations
58 Securities and Exchange Commission (SEC)
59 Small Business Administration
60 Smithsonian Institution
96 Social Security Administration
19 State
62 Tennessee Valley Authority (TVA)
20 Transportation
21 Treasury




Illustrative Request to Actuary for Confirmation
o f GASB Pension Information
Instructions
This illustrative letter, which accompanies draft pension informa­
tion for notes to the financial statements, required supplementary 
information, and any other appropriate GASB pension presenta­
tion, is prepared on the client’s letterhead and mailed by the au­
ditor in envelopes bearing the auditor’s return address.
It is used when auditing the financial statements of all state and 
local governmental employers that provide or participate in pen­
sion plans, including general purpose governments, public bene­
fit corporations and authorities, utilities, hospitals and other 
healthcare providers, colleges and universities, and public em­
ployee retirement systems that are employers. It also is used when 
auditing pension plans or retirement systems included as pension 
trust funds or component units in the financial reports of plan 
sponsors or employers. These pension plans and retirement sys­
tems provide retirement income and also may provide other types 
of postemployment benefits.
In determining which individuals to include in the Listing of Se­
lected Pension Plan Participant Census Data (illustrated as an at­
tachment to the actuary request letter), the auditor may consider 
the following suggestions:
• Include the lesser of 20 individuals or 10 percent of partic­
ipants, but no more than 200 individuals.
• Include samples from actives, retirees, and terminated vested.




[Name o f  Actuary 
Name o f  Actuarial Firm 
Address o f  Actuarial Firm]
Dear [Name o f  actuary]:
In connection with the audit of the financial statements of 
[name o f  entity or plan] for the year ended [date], please review 
for consistency with the actuarial report that you prepared 
dated [date], the attached draft note to the financial statements 
and [describe other material included (e.g., required supplemen­
tary information)]. Your review should include, to the extent 
applicable, the computation of the annual pension cost and 
the net pension obligation, that we have prepared in confor­
mity with GASB Statement No. 27, Accounting for Pensions by 
State and Local Governmental Employees, and the schedules of 
funding progress and employer contributions that we have pre­
pared in conformity with GASB Statement No. 25, Financial 
Reporting fo r  Defined Benefit Pension Plans and Note Disclosures 
fo r  Defined Contribution Plans. Please forward your comments 
to our auditors, [name and address o f  auditor]. Your review 
should focus on, and your comments should address, all ap­
plicable information, including the following:
1. The actuarial accrued liability and the actuarial value of as­
sets, as defined in GASB Statement Nos. 25 and 27
2. The actuarial valuation date
3. The description of the actuarial methods and significant as­
sumptions used to determine the annual required contribution
4. The annual required contribution, interest on net pension 
obligation, adjustment to annual required contribution, 
contributions made, change in net pension obligation, and 
ending net pension obligation; the actuarial cost method 
being used; a description of the actuarial assumptions 
used; and the aggregate effect of any change in the method 
or assumption(s)
5. The schedule of funding progress, as defined in GASB 
Statement No. 25
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6. The schedule of employer contributions, as defined in 
GASB Statement No. 25
7. The description of the employee group covered
8. The general description of the benefit provisions of the plan 
used in the actuarial valuation
9. The effective date and a description of each plan amendment, 
including cost-of-living adjustments, included in this actuar­
ial valuation that was not included in the prior valuation
Please also respond to the following:
1. Were the actuarial valuation calculations performed in 
compliance with the parameters according to GASB State­
ment Nos. 25 and 27?
2. Have you been notified of a decision by the government to 
fully or partially terminate or close the plan? If so, please 
describe the effect on the plan.
3. Describe the nature of the relationship, if any, that you may 
have with the plan or the sponsor and that may appear to 
impair the objectivity of your work.
4. What is the amount of the unbilled and/or unpaid actuarial 
or other fees due your firm applicable to the plan year-end 
and payable by the plan?
5. Please supply any additional information that you believe 
is necessary.
Please also provide the attached additional information relat­
ing to the specific individuals contained in the census data 
used in performing the actuarial valuation.
Please reply to [name o f  auditor] by [date] so that they may 





Attachment to Actuary Request Letter
Listing of Selected Pension Plan Participant Census Data
Plan _______________________________________________________
Census Data as of ____________________________________________
Participant’s Name Age or Salary Date Hired or
or Number Birth Date Sex (if applicable) Years o f Service
Please check the appropriate statement, make corrections as necessary, and com­
plete the information below.
__  The attached census information is correct according to our records.
__  The attached census information is incorrect according to our records.
Corrections are noted above or on a separate attachment.
Actuary/Title Date
Name of Actuarial Firm
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